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AUDIT RISK ALERTS
Not-for-Profit 
Organizations Industry 
Developments —1998
Complement to AICPA Audit and Accounting Guide 
Not-for-Profit Organizations
O
N otice to Readers
This Audit Risk Alert is intended to provide auditors of financial 
statements of not-for-profit organizations with an overview of 
recent economic, industry, regulatory, and professional develop­
ments that may affect the audits they perform. This document 
has been prepared by the AICPA staff. It has not been approved, 
disapproved, or otherwise acted on by a senior technical committee 
of the AICPA.
Joel Tanenbaum 
Technical Manager 
Accounting Standards
The staff of the AICPA is grateful to the members of the AICPA 
Not-for-Profit Organizations Committee for their contribution 
to this document.
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Not-for-Profit Organizations 
Industry Developments— 1998
Industry and Economic Developments
Overall, the economy continues to grow at a rapid pace, though 
the effects of growth on the not-for-profit sector lag behind those 
on the economy as a whole. Significant increases in equity mar­
kets have resulted in higher returns on equity investments, with 
many organizations experiencing unprecedented increases in net 
assets. Most organizations with significant investments have seen 
their overall financial position radically improve. Recent volatility 
of Asian markets, however, may adversely affect not-for-profit or­
ganizations with significant investments, such as endowments, in 
those markets. Interest rates dropped, resulting in not-for-profit 
organizations receiving slightly lower levels of return on their in­
terest-earning investments.
Funding that not-for-profit organizations receive from private 
foundations has increased while funding from the federal govern­
ment has remained relatively steady. Provisions permitting the 
National Endowment for the Arts to raise private contributions 
have resulted in increased competition for arts organizations 
going after the same donor dollars. Also, the use of block grants 
rather than specific program grants for government funding for 
social service programs is likely to increase. This w ill result in 
states having more discretion in the kinds of services that are ulti­
mately funded.
There has been a shift in the landscape of donors, with the num­
ber of donors contributing money and the use of m ultiyear 
promises to give decreasing. Contributed services have increased, 
resulting in both increased resources and increased responsibili­
ties and challenges for not-for-profit organizations.
The use of gifts, such as annuities, appreciated securities, charita­
ble remainder annuity trusts and unitrusts, pooled income funds,
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and lead trusts, that provide donors with tax deductions while re­
taining beneficial interests in property, continues to increase. Not- 
for-profit organizations that receive those gifts are faced with the 
challenge of maintaining the investment assets at sufficient levels 
to support the required payments to donors and beneficiaries. The 
AICPA Audit and Accounting Guide Not-for-Profit Organizations, 
which is discussed in the “AICPA Guide” section of this Audit 
Risk Alert, provides guidance concerning accounting for those 
gifts. Auditors should consider whether organizations’ accounting 
for those gifts are appropriate and consistently applied.
The use of the Internet is exploding at a rapid pace. Not-for-profit 
organizations are using the Internet in numerous ways, including 
selling products, soliciting contributions, advertising and deliver­
ing program services, participating in affinity programs, commu­
nicating financial and programmatic information, and meeting 
Internal Revenue Service (IRS) disclosure requirements. A number 
of these uses have raised audit issues, such as those pertaining to 
internal controls over receipts from sales, contributions, advertis­
ing revenues, and affinity programs.
The media continue to focus attention on issues relating to not- 
for-profit organizations, including the following:
• Reasonableness of compensation
• Fringe benefits
• Activities undertaken by related but undisclosed for-profit 
affiliates
• Perquisites afforded to the senior management personnel 
of some organizations
• Conflicts of interest arising from transactions with mem­
bers of the board of trustees and other insiders
• Increased litigation (includes both donors suing not-for- 
profit organizations for noncompliance with restrictions 
and organizations suing donors for not honoring promises 
to give)
• Lobbying activities
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• Expenditures for program services as a percentage of total 
expenditures
• The extent and effectiveness of program activities
• The nature and extent of fund-raising activities
• Fraud and abuse
• The amounts of assets held by not-for-profit organizations
• The portion of revenue earned from fees for goods or services
• Whether activities undertaken by the organization are con­
sistent with its exempt purpose
• Contractual compliance and excess revenues related to gov­
ernment sponsored or funded programs
The adverse publicity concerning such issues may adversely affect 
the amounts some donors are willing to contribute. Furthermore, 
excess benefits made available to executives may have the follow­
ing consequences:
• The imposition of fines by the IRS under recently enacted 
intermediate sanctions
• Revocation of the tax-exempt status of the organization
Changes in funding as well as increased scrutiny continue to exert 
pressure on not-for-profit organizations to maximize investment 
returns and to present financial statements that make their opera­
tions appear as efficient as possible. Auditors should consider the 
effect that such pressures may have on audit risk, particularly 
those associated with areas such as (1) allocation of costs between 
program services and support services and (2) potentially high-risk 
investments, such as certain derivatives and equity instruments.
Like many organizations, some not-for-profit organizations are re­
structuring and re-engineering their operations to become more 
efficient. Auditors should consider the effects of such restructuring 
and reengineering on their consideration of internal controls, as 
well as considering whether such charges are reported in confor­
mity with generally accepted accounting principles (GAAP).
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Executive Summary— Industry and Economic Developments
• Most organizations with significant investments have seen their over­
all financial position radically improve.
• Recent volatility o f Asian markets may adversely affect not-for-profit 
organizations with significant investments, such as endowments, in 
those markets or with donor bases that have significant investments 
in those markets.
• Use o f the Internet has exploded, raising audit issues pertaining to 
internal control.
• The media continue to focus attention on issues relating to not-for- 
profit organizations.
Regulatory and Legislative Developments
Single Audit Guidance Issued
Has the additional guidance needed to implement the Single Audit Act 
Amendments of 1996 been issued yet?
Since the Single Audit Act Amendments of 19961 became law in 
July 1996 (Public Law 104-156), auditors have been anxiously 
awaiting the additional guidance needed to assist in the law’s im­
plementation. At long last, most of that final guidance has been 
issued. During the past year the U.S. Office of Management and 
Budget (OMB) issued a final revision to OMB Circular A -133, 
Audits o f  States, Local Governments, and Non-Profit Organizations 
(Circular A -133) (Federal Register, June 30, 1997), the related 
data collection form, and the provisional OMB Circular A-133 
Compliance Supplement. The sections below summarize these key 
pieces of guidance. Also, in March 1998, the AICPA issued State­
ment of Position (SOP) 98-3, Audits o f  States, Local Governments, 
and  Not-for-Profit Organizations R eceiving Federal Awards. This 
SOP is discussed in greater detail in the section of this Audit Risk
1. A copy of the 1996 Amendments is available on the AICPA Fax Hotline; dial (201) 
938-3787 from a fax machine and select document number 402. The full text of the 
1996 Amendments is located on IGnet at http://www.ignet.gov under the listing 
“Single Audit.” Also, the full text of the 1996 Amendments is included in appendix 
A  of SOP 98-3, Audits o f States, Local Governments, and Not-for-Profit Organizations 
Receiving Federal Awards.
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Alert entitled “Audit Issues and Developments.” The AICPA has 
also prepared an unofficial question-and-answer document on 
commonly asked single audit matters. It can be retrieved from the 
AICPA Web Site at http://www.aicpa.org/belt/al33main.htm or 
from the AICPA Fax Hotline at (201) 938-3787 (document 
number 316). Auditors performing audits of federal awards 
should carefully review the new guidance to ensure that the ap­
propriate work is completed in an audit of federal awards.
Circular A -133
The OMB issued a final revision to Circular A -133 in the June 30, 
1997, Federal Register (62 FR 35278).2 In the same Federal Register 
notice, the OMB rescinded Circular A -128, Audits o f  State and  
Local Governments, which was the regulation that governed audits 
of federal awards for states and local governments, and super­
seded the prior Circular A -133, Audits o f  Institutions o f  Higher Ed­
ucation and Other Non-Profit Institutions, issued April 22, 1996. 
The final revision incorporates changes necessary to comply with 
the Single Audit Act Amendments of 1996, including the expan­
sion of the scope of the Circular to cover states and local govern­
ments. The revised Circular was effective for audits of fiscal years 
beginning after June 30, 1996.
Circular A -133 establishes audit requirements that apply to not- 
for-profit organizations (including hospitals and colleges and 
universities), states (including Indian tribal governments), and 
local governments. Some of the more significant provisions of the 
revised Circular include the following.
• The threshold for audit is raised to $300,000 from $25,000.
• Auditors are required to identify major programs on the 
basis of a risk assessment, considering prior audit experi­
ence, oversight performed by federal agencies and others,
2. A copy of Circular A -133 can be obtained from the June 30, 1997, Federal Register, 
the OMB’s fax information hotline at (202) 395-3068, document number 1133; the 
OMB home page at www.whitehouse.gov/WH/EOP/OMB/Grants; or by writing or 
calling the Office o f Administration, Publications Office, Room 2200, New Execu­
tive Office Building, Washington, DC 20503; (202)395-7332. Also, the full text of 
the Circular is included in appendix B of SOP 98-3.
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and the inherent risk of the program, rather than solely on 
the basis of federal expenditures.
• Major program coverage is required to be a minimum of 
50 percent (or 25 percent for low-risk auditees) of federal 
awards expended.
• The definition of nonprofit organization is revised to in­
clude nonprofit hospitals.
• The required level of testing of internal control over major 
programs is clarified as being based on auditors’ planning 
for a low assessed level of control risk.
• Restrictions are imposed on auditor selection whereby au­
ditors who prepare the indirect cost proposal or cost alloca­
tion plan are prohibited from being selected as the auditor 
if the indirect costs recovered in the prior year are greater 
than $1 m illion in total. This provision is not effective 
until audits of fiscal years beginning after June 30, 1998.
• The due date is shortened for submitting reports to nine 
months from thirteen months, after a two-year transition 
period. The report submission process is also streamlined, 
including incorporating a data collection form that must be 
completed and signed by both the auditee and the auditor.
• Guidance is included for conducting program-specific audits.
The OMB instructed federal agencies to adopt Circular A -133 in 
codified regulations so the Circular would apply to audits of fiscal 
years beginning after June 30, 1996. In an interim final rule issued 
in the August 29, 1997, Federal Register (62 FR 45937), twenty- 
seven federal agencies adopted the provisions of Circular A -133. 
The U .S. Department of Housing and Urban Development 
(HUD) adopted the provisions of Circular A -133 in a separate 
interim rule that was published in the November 18, 1997, Federal 
Register (62 FR 61616). See table 1 for a summary of the agencies 
that have adopted Circular A -133 and for a cite to their specific 
regulations. Whereas most federal agencies amended both their 
Grants Management Common Rule and their codification of 
Circular A -110, Uniform Administrative Requirements fo r  Grants
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and Agreements w ith Institutions o f  H igher Education, Hospitals, 
and Other Non-Profit Organizations, to adopt Circular A -133 ver­
batim, some agencies added additional audit requirements (agen­
cies that made changes are noted on table 1 with an asterisk). 
Auditors should refer to those agency’s regulations or the Federal 
Register notices to ascertain the additional requirements.
TABLE 1 Federal Agencies Adopting C ircular A-133
Federal Agency Location of Regulation
Agency for International Development 22 CFR Part 226
Department o f Agriculture 7 CFR Parts 3016 and 3019
Department of Commerce 15 CFR Part 24
Corporation for National and Community Service 45 CFR Parts 2541 and 2543
Department o f Defense 32 CFR Part 33
Department of Education 34 CFR Parts 74 and 80
Department of Energy 10 CFR Part 600
Environmental Protection Agency 40 CFR Parts 30 and 31
Federal Emergency Management Agency 44 CFR Part 13
Federal Mediation and Conciliation Service 29 CFR Part 1470
General Services Administration 41 CFR Parts 105-71 and 105-72
Department o f Health and Human Services 45 CFR Parts 74 and 92*
Department o f Housing and Urban Development 24 CFR Part 84
United States Information Agency 22 CFR Part 518
Department o f the Interior 43 CFR Part 12
Institute of Museum and Library Services 45 CFR Part 1183
Department of Justice 28 CFR Parts 66 and 70*
Department o f Labor 29 CFR Parts 95 and 97
National Aeronautics and Space Administration 14 CFR Parts 1260 and 1273
National Archives and Records Administration 36 CFR Parts 1207 and 1210
National Endowment for the Arts 45 CFR Part 1157
National Endowment for the Humanities 45 CFR Part 1174
National Science Foundation 45 CFR Part 602
Office of National Drug Control Policy 21 CFR Part 1403
Small Business Administration 13 CFR Part 143
Department of State 22 CFR Parts 135 and 145
Department of Transportation 49 CFR Parts 18 and 19
Department o f Veterans Affairs 38 CFR Part 43
*These agencies added additional audit requirements when they adopted Circular A-133.
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The agencies listed in table 1 represent most of the major federal 
agencies that provide federal awards. In the event that other agen­
cies provide federal awards and have not adopted Circular A -133, 
auditors should follow the revised Circular.
Compliance Supplement
The OMB also issued a provisional OMB Circular A-133 Compli­
ance Supplement in June 1997, which was effective for audits of fis­
cal years beginning after June 30, 1996.3 It replaces the existing 
compliance supplements entitled Compliance Supplement fo r  Single 
Audits o f  State and Local Governments (issued in September 1990) 
and Compliance Supplement fo r  Institutions o f  Higher Learning and  
Other Non-Profit Institutions (issued in October 1991).
The Compliance Supplement is based on the requirements of the 
Single Audit Act Amendments of 1996 and the revised Circular 
A -133, which provide for the issuance of a compliance supple­
ment to assist auditors in performing the required audits. It serves 
to identify existing compliance requirements that the federal gov­
ernment expects to be considered as part of an audit in accor­
dance w ith the Single Audit Act Amendments of 1996 and 
Circular A -133. For the approximately twenty-five programs in­
cluded in the provisional Compliance Supplement, information is 
included to assist auditors in understanding the federal programs 
objectives, procedures, and compliance requirements relevant to 
the audit, as well as the audit objectives and suggested audit pro­
cedures for determining compliance w ith these requirements. 
Part 7 of the Compliance Supplement was added to provide guid­
ance to assist auditors in determining compliance requirements 
relevant to the audit, audit objectives, and suggested audit proce­
dures for programs not included in the Compliance Supplement.
Other significant changes to the revised Compliance Supplement 
include the following:
3. A copy of the Compliance Supplement (Provisional) issued in June 1997 is available on 
OMB’s home page at http://www.whitehouse.gov/WH/EOP/OMB/Grants and the 
Office of Inspector General home page at http://www.ignet.gov. The 1998 Compli­
ance Supplement will be available from the Government Printing Office (stock number 
41-001-0057-2) and on OMB’s home page.
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• A compliance matrix, which provides an overview of the 
compliance requirements applicable to the programs listed 
in the supplement
• Replacement of the classifications of general requirements 
and specific requirements with fourteen types of compli­
ance requirements, all of which are covered by the auditor’s 
opinion on compliance
• Audit objectives and suggested audit procedures for each 
type of compliance requirement
• Expanded guidance on allowable costs and cost principles, 
which includes a comparison of the requirements between 
the common rule, OMB Circular A-87, Cost Principles Ap­
p licab le f o r  State, Local, and  Indian Tribal Governments’, 
OMB Circular A -21, Cost Principles f o r  Educational Insti­
tutions’, and OMB Circular A -122, Cost Principles fo r  Non- 
Profit Organizations
• Characteristics of internal control over compliance presented 
in the format included in Internal Control—Integrated Frame­
work (the COSO Report), published by the Committee of 
Sponsoring Organizations of the Treadway Commission
• An appendix that provides federal agency contacts for Circu­
lar A -133 audits, including addresses, phone numbers and 
email information.
The Compliance Supplement was issued in provisional form so it 
could be used as part of the first audits to be conducted under the 
revised Circular and so that interested parties could comment on it. 
Upon its issuance, the OMB made a commitment to continue 
working to expand the Compliance Supplement to include addi­
tional federal programs. As a result, the OMB anticipates issuing 
the 1998 version of the Compliance Supplement in m id-1998. This 
revision will make slight changes to the existing provisional Com­
p lian ce Supplement based on public comments received and will 
also add approximately fifty additional federal programs. When is­
sued, a notice of availability will be published in the Federal Register 
that will include guidance on how to obtain a copy of the revised
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Supplement. The OMB Home page (http://www.whitehouse.gov/ 
WH/EOP/OMB/Grants) will also include an electronic copy of 
the revised Supplement and information on how to obtain a 
printed copy. Auditors should also watch The CPA Letter and the 
AICPA home page (www.aicpa.org) for updates on the status of 
the Compliance Supplement.
Data Collection Form
Among the major changes in single audit policy has been the ad­
vent of the data collection form.4 The purpose of the form is to 
assist the federal government in accumulating information regard­
ing the thousands of single audits that are performed. The infor­
mation required to be included in the form represents a summary 
of the information contained in the reporting package, including 
the auditor's reports and the auditees schedule of expenditures of 
federal awards. Circular A-133 requires the auditee to complete 
and sign certain sections of the form that states whether the audit 
was completed in accordance with Circular A -133 and provides 
information about the auditee, its federal programs, and the results 
of the audit.
The auditor is also required to complete certain sections of the 
data collection form, including information on the auditor and 
information on the results of the financial statement audit and the 
audit of federal programs. The auditor is required to sign a state­
ment in the form that indicates, at a minimum, the source of the 
information included in the form, the auditor’s responsibility for 
the information, that the form is not a substitute for the reporting 
package, and that the content of the form is limited to the data ele­
ments prescribed by the OMB. As part of completing the form,
4. The data collection form and related instructions are available on the OMB’s home 
page at www.whitehouse.gov/WH/EOP/OMB/Grants. Auditors are not permitted 
to create their own electronic version of the form. Instead, the Federal Audit Clear­
inghouse (FAC) has developed the data collection form in various word processing 
packages (for example, Microsoft Word and WordPerfect). These electronic versions 
of the form are available from the FAC Web Site at http://harvester.census.gov/sac. 
A hard copy o f the form and instructions can also be obtained from the FAC at (888) 
222-9907. The form number is SF-SAC. The FAC is also currently working on a 
process for electronic submission. Auditors can follow developments on this project 
by periodically reviewing the FAC Web Site.
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the auditor is asked to date it. The date that is entered by the au­
ditor should be the date on which he or she completes and signs 
the form. The wording of the auditor’s statement section of the 
form indicates that no additional procedures were performed since 
the date of the audit reports. This wording alleviates the auditor 
from any subsequent-event responsibility for the tim ing of the 
completion of the form and the completion of the audit.
It is very important for both the auditor and auditee to carefully 
follow the detailed instructions that accompany the form. The 
Federal Audit Clearinghouse (FAC) is the entity that is responsi­
ble for receiving report submissions and data collection forms 
and maintaining the database of completed audits. If auditors or 
auditees have any questions on the completion of the form, they 
should contact the FAC at (301) 457-1551. As of the date of this 
Audit Risk Alert, the FAC has reported that 95 percent of the 
forms received to date have included errors. Problems have also 
been noted with the reporting package submissions. When errors 
are noted by the FAC, an error message is sent to the auditee for 
resolution. The following information details some of the prob­
lems noted by the FAC and is included to help auditors and au­
ditees avoid making similar errors.
• The data collection form is not part of the reporting pack­
age, although Circular A -133 requires that it be submitted 
along with the reporting package. Therefore, it should not 
be stapled to or bound with the reporting package. Fur­
ther, the data collection form should not be sent in a mail­
ing separate from the reporting package submission. A fax 
submission of the form will not be accepted.
• Auditees should not send reporting packages directly to 
federal agencies unless a copy is specifically requested by the 
federal agency. Under the new rules, auditees are required 
to submit one copy of the reporting package for the FAC 
to retain as an archival copy. A copy must also be submitted 
(to the FAC) for each federal agency where the schedule of 
findings and questioned costs disclosed audit findings re­
lating to federal awards that the federal agency provided di­
rectly or where the summary schedule of prior audit findings
17
reported the status of any audit findings relating to federal 
awards that the federal awarding agency provided directly. 
For example, consider an auditee that has four federal 
awards that were received directly from four federal agen­
cies. Further, assume that the current-year single audit re­
sulted in audit findings on two of the four federal awards 
and that the summary schedule of prior audit findings in­
cluded the status of a prior-year finding related to a third 
federal award that had no current-year audit findings. In 
this example, the auditee would be required to submit four 
reporting packages to the FAC—one for the FAC to retain 
as an archival copy, two for the federal agencies that pro­
vided federal awards that had current-year findings associ­
ated with them, and one for the federal agency where the 
summary schedule of prior audit findings reported the sta­
tus of a prior-year finding.
• The form asks auditors to identify the federal agencies that 
are required to receive a copy of the reporting package (part 
III, question 5). Only those federal agencies affected by 
audit findings (described in the bulleted item above) should 
be identified as needing to receive a copy of the reporting 
package. Some auditors have incorrectly answered this ques­
tion by identifying every federal agency that provided fund­
ing to the auditee. Similarly, no findings were required to be 
reported under section 510(a) of Circular A -133 (part III, 
question 4), and the summary schedule of prior audit find­
ings does not report the status of any audit findings relating 
to federal awards, then the box “none” should be checked to 
indicate that no federal agencies are required to receive a 
copy of the reporting package in part III, question 5.
• A number of problems have also been noted with part III, 
question 7, on audit findings and questioned costs. Auditors 
should note that this section of the form must be completed 
in its entirety for every single audit, regardless of whether 
findings and questioned costs were noted. Also, section (b) 
of this question asks the auditor to identify the types of com­
pliance requirements. Auditors should note that the only
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types of compliance requirements that should be listed are 
those requirements with audit findings associated with them. 
Some auditors have been incorrectly listing all requirements 
that apply to a particular program. If no findings were 
noted, the form indicates that the auditor should complete 
this section with the letter O.
• Only one federal agency should be identified as the cognizant 
or oversight agency for audit (part I, question 9). Further, 
it is not appropriate for a pass-through entity to be listed as 
the cognizant or oversight agency for audit.
• The form asks the auditor to identify the dollar threshold 
used to distinguish between type A and type B programs. 
The FAC has reported that a number of forms have erro­
neously indicated a threshold of less than $300,000. This is 
incorrect because the floor for the threshold is $300,000. 
Some auditors have also mistakenly indicated two thresh­
olds— one for type A and one for type B programs. Others 
have mistakenly indicated no value. In responding to this 
part of the form, the auditor should include the result of his 
or her analysis of step 1 in the risk-based approach (described 
in section 520(b) of Circular A -133). The dollar amount 
should always be $300,000 or more.
It should also be noted that the Catalog of Federal Domestic Assis­
tance (CFDA) number is a required field in part III, question 6, 
and an appropriate number must be included or the data collec­
tion form will be rejected. When a CFDA number is not avail­
able, the auditor should use another identifying number assigned 
by the federal awarding agency or pass-through entity. Individual 
programs within a cluster of programs should be listed separately 
on the form except for the research and development (R&D) clus­
ter, which may be listed either separately or at the federal agency 
and major subdivision within the federal agency level (for exam­
ple, the National Institutes of Health is a major subdivision in the 
Department of Health and Human Services). This option for 
R&D is both for the schedule of expenditures of federal awards 
and the data collection form. The same option is not required in 
both places (for example, it is acceptable to list R&D awards by
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individual award in the schedule and by federal agency and major 
subdivision in the form).
Since no CFDA or other identifying number is available when 
listing R&D at the federal agency and major subdivision level in 
part III, question 6, the auditor should use the first two digits of 
the CFDA assigned to the awarding federal agency followed by a 
period and the letters RD to indicate R&D. For example, all 
major subdivisions w ithin the Department of Health and 
Human Services would have the same number which would be 
93.RD. Use the agency list in the Appendix of this Audit Risk 
Alert to assign the 2-digit CFDA agency number.
If a grant has no identifying number (for example, no CFDA or 
other identifying number is available from the federal awarding 
agency or pass-through entity), the auditor should use the first 
two digits of the CFDA assigned to the federal awarding agency 
(for example 93 for the Department of Health and Human Ser­
vices) to indicate the agency that provided the award when filling 
out part III, question 6. Use the agency list included in the Ap­
pendix of this Audit Risk Alert to assign the 2-d ig it CFDA 
agency number.
Executive Summary— Single Audit Guidance Issued
• The OMB issued a final revision to Circular A -133 on June 30, 1997, 
which establishes audit requirements that apply to not-for-profit orga­
nizations, states, and local governments.
• Twenty-eight federal agencies have subsequently amended both their 
grants management common rule and their codification o f Circular 
A -1 10 to adopt Circular A -133.
• The OMB issued a provisional OMB Circular A -13 3  Compliance 
Supplement in June 1997 and the 1998 Compliance Supplement is ex­
pected in mid 1998.
• A  data collection form is now required which includes a summary 
o f the information contained in the reporting package, including 
the auditor’s reports and the auditees schedule o f expenditures o f 
federal awards.
• The FAC has reported finding a number o f problems with the data 
collection forms that have been submitted.
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Auditors performing audits of federal awards should carefully review 
the new guidance to ensure that the appropriate work is completed 
in an audit of federal awards.
Potential Revisions to Government Auditing Standards
Auditors should be aware that the General Accounting Office 
(GAO) is expected to propose revisions to Government Auditing 
Standards (GAS) in the upcoming year. The Advisory Council on 
Government Auditing Standards has been reconvened and is in the 
process of deliberating potential changes. One decision that has 
already been made by the Council is to change the process by 
which it revises Government Auditing Standards. Rather than issuing 
a complete overhaul to Government Auditing Standards every five 
years, the Council will issue topic-specific revisions on an as-needed 
basis. Therefore, instead of completely reprinting Government Audit­
ing Standards when a change is made, only the new or revised stan­
dard w ill be issued. Periodically, when a significant number of 
changes have been made, the GAO will reprint a new codification 
of its standards. Also, the GAO has decided to expand its product 
line relating to Government Auditing Standards. In the future, the 
GAO will likely issue implementation guidance on new or revised 
standards and also question and answer documents.
Upon proposing revisions in the above areas, the Council will issue 
exposure drafts for public comment and feedback. These exposure 
drafts will be available on the GAO home page (www.gao.gov). The 
Council will consider comments received and advise the GAO on 
the Council s recommendation for a final standard. Auditors should 
be alert for potential changes in this area. Watch future issues of The 
CPA Letter and the Journal o f  Accountancy for status updates.
HUD Issues OMB Circular A-133 Implementing Regulations
In November 1997, HUD published regulations providing that not- 
for-profit organizations subject to 24 Code of Federal Regulations in 
the part 200 and 800 series should comply with the audit require­
ments of OMB Circular A-133. The regulations were published in 
the November 18, 1997, Federal Register (62 FR 61616). Audits of 
not-for-profit organizations under these programs were previously
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subject to the requirements of the Consolidated Audit Guide fo r  Au­
dits o f  HUD Programs. This audit guide no longer applies to audits of 
not-for-profit organizations. For more information, contact HUD 
by calling Mark Rosenfield at (202) 708-3444, ext. 103.
U.S. Department of Education Issues New Drawdown Procedures 
for Grant Payments
The U.S. Department of Education (DE) is implementing a new 
centralized financial management system called the Education 
Central Automated Processing System (EDCAPS). EDCAPS will 
result in changes in the DE drawdown and reporting require­
ments under the Grant Administration and Payment System 
(GAPS) module. Under the new procedures, recipients w ill re­
port expenditures on individual awards once a year using the Fed­
eral Cash Award Certification Statement. This statement replaces 
the m onthly and quarterly recipient reporting that had been 
made on form SF-272. Also, recipients w ill receive the Federal 
Cash Quarterly Confirmation Statement on a quarterly basis to 
assist them in managing their funds. These changes are expected 
to be effective by June 30, 1998.
U.S. Department of Education Issues Final Regulations on 
Standards of Financial Responsibility
The Department of Education issued final regulations on stan­
dards of financial responsibility for educational institutions partic­
ipating in programs authorized by Title IV of the Higher 
Education Act (November 25, 1997, Federal Register). The rule 
takes effect on July 1, 1998, and applies to approximately five 
thousand for-profit and not-for profit institutions. The standards 
establish a ratio methodology under which an institution must 
satisfy a composite score standard. The methodology includes de­
termining the institution’s primary reserve, equity, and net income 
ratios (as defined) as calculated from information contained in an 
institution’s audited financial statements. The Department also 
will not consider an institution to be financially responsible if  the 
auditor’s opinion on the institution’s financial statement is adverse 
or qualified or includes a disclaimer of opinion unless the Depart­
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ment determines that a qualified opinion or a disclaimer of opin­
ion does not have a significant bearing on the institution’s financial 
condition. For more information, contact the Departments Insti­
tutional Participation and Oversight Service Case Management 
Team for the state in which the institution is located. (Telephone 
numbers are listed in the November 25, 1997 Federal Register notice 
62 FR 62830).
State and Local Issues
State and local laws concerning not-for-profit organizations con­
tinue to change. Some states have enacted or are revising existing 
laws concerning not-for-profit registration or licensing require­
ments (see below); annual reporting requirements; charitable solici­
tation, registration, and disclosure requirements; charitable gift 
annuity registrations; and limitations on fund-raising expenses. 
Also, some states are actively limiting expenditures of the amounts 
raised within the state for disaster relief so that they are used only for 
the purposes for which the contributions were raised. Also, some 
states have increased efforts to have not-for-profit organizations pay 
property taxes, collect and remit sales and use taxes, or make other 
payments in lieu of such taxes. Organizations soliciting contribu­
tions or selling products on the Internet may be deemed to be doing 
business in the states from which the sales are initiated, creating a 
nexus to those states and, perhaps, the responsibility to collect and 
remit state sales taxes as well as other filing responsibilities. The 
American Association of Fund-Raising Counsel, Inc. (AAFRC) 
publishes its Annual Survey o f  State Laws Regulating Charitable Solic­
itations (available for $24). Copies of this publication can be ob­
tained by writing to the AAFRC, Suite 820, at 25 West 43d Street, 
New York, NY 10036, or by calling (212) 354-5799.
Uniform Registration Form for Fund-Raising and Compliance 
With Mailing Requirements
Not-for-profit organizations are required to register and file with 
the appropriate authorities in most states in which they either 
have a physical presence or solicit contributions. As a result of a 
project organized up by the National Association of State Charity
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Officials and the National Association of Attorneys General, 
some states (twenty-four to date) have adopted a uniform regis­
tration statement, with a view toward easing the administrative 
burden on organizations that are required to register in more than 
one state. Also, most states have statutes that include compliance 
requirements for certain mailings, such as charitable solicitations 
and sweepstakes. Some states have increased efforts to enforce 
those statutes. (Also, organizations may be required to withhold 
taxes on and file information about sweepstakes prizes under IRS 
requirements.) Auditors should be aware of the existence of such 
filing requirements and statutes and their potential impact on 
not-for-profit organizations and their financial statements. Ad­
verse publicity resulting from an organization’s failure to comply 
with each state’s registration and mailing requirements could ad­
versely affect the amounts some donors are willing to contribute. 
Also, though it is unlikely, such noncompliance could be an ille­
gal act that may have a direct and material effect on the determi­
nation of financial statement amounts. Statement on Auditing 
Standards (SAS) No. 54, Illegal Acts By Clients (AICPA, Profes­
sional Standards, vol. 1, AU sec. 317) discusses the nature and ex­
tent of the consideration the auditor should give to the possibility 
of illegal acts and provides guidance on the auditor’s responsibili­
ties if  a possible illegal act is detected.
IRS Activities
What are the current tax issues that may affect audits of not-for-profit 
organizations?
Auditors should be aware of applicable tax laws and regulations 
and their potential effect on not-for-profit organizations and 
their financial statements. An organization’s failure to maintain 
its tax-exempt status could have serious tax consequences and af­
fect both its financial statements and related disclosures, and it 
could possibly require modification of the auditor’s report. Fail­
ure to comply with tax laws and regulations could be an illegal act 
that may have a direct and material effect on the determination of 
financial statement amounts. SAS No. 54 discusses the nature 
and extent of the consideration the auditor should give to the
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possibility of illegal acts and provides guidance on the auditor’s 
responsibilities if  a possible illegal act is detected. Also, auditors 
are reminded that not-for-profit organizations are required to 
apply Financial Accounting Standards Board (FASB) Statement 
of Financial Accounting Standards No. 109, Accounting f o r  In­
com e Taxes, in accounting for income taxes that result from the 
organization’s activities.
Public Disclosure Requirements for Exempt Organizations
Under the Taxpayor Bill of Rights 2 (Public Law 104-168), ex­
empt organizations must continue to make their three most re­
cent Form 990 annual information returns and original 
application for tax-exempt status available for public inspection 
and fulfill requests for copies made in person or in writing. The 
IRS has proposed regulations to Internal Revenue Code (IRC) 
section 6104(e), which would provide guidance for organizations 
receiving requests for copies of these documents. The proposed 
regulations discuss the requirement to make these documents 
widely available, and give examples of compliance, such as pro­
viding the documents on the Internet rather than providing 
copies in response to individual requests. The new disclosure re­
quirements are expected to be issued in 1998 and be effective 
sixty days after final regulations are issued.
Intermediate Sanctions
IRC section 4958 provides for the imposition of an excise tax of 
25 percent of an excess benefit given to a disqualified person. The 
tax is imposed on the disqualified person and not the organiza­
tion. Organization managers who knowingly participate in an ex­
cess benefit transaction are subject to an excise tax of 10 percent. 
Further, an additional excise tax may be imposed on a disquali­
fied person who does not make the organization whole by undo­
ing the excess benefit transaction.
Although a violation of intermediate sanctions does not result in 
the imposition of excise taxes on the organization itself, disclosure 
of these violations is required on Form 990. W ith the pending in­
creased availability of Form 990, such adverse publicity could 
have an adverse effect on the organization’s operations.
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Auditors should consider whether the organization has imple­
mented procedures to identify disqualified persons and identify 
potential excess benefit transactions before they occur. Organiza­
tions should consider reporting all potential compensatory pay­
ments for services to disqualified persons on Form W-2 or 1099, 
including cash, property, club dues, spousal travel, and the use of 
organizational property such as company vehicles. Pending the 
release of regulations, which are expected sometime in 1998, au­
ditors should use reasonable judgment in assessing potential vio­
lations and their effect on the financial statements.
Interest Deductions on Debt Financed Property
IRC section 514(a) generally defines unrelated business taxable 
income (UBTI) as including all gross income from debt-financed 
property, m ultiplied by the acquisition indebtedness over the 
property’s adjusted basis (debt/basis percentage). Also, exempt or­
ganizations can deduct expenses of the debt financed property in 
the same ratio. That is, all expenses are also multiplied by the 
same debt/basis percentage to determine the amount deductible 
against the property’s UBTI income.
An exempt organization taxpayer had argued that the interest ex­
pense deduction should not be lim ited in the same manner as 
other deductions since the interest all pertained to the acquisition 
indebtedness and should therefore be 100 percent deductible. 
The IRS held in a letter ruling (TAM 9717004) that the interest 
expense deduction should be treated the same as other expenses 
and is deductible against UBI only in the same debt/basis ratio as 
other deductions.
Qualified Sponsorship Payments
The Taxpayer Relief Act of 1997 added IRC section 513(1), 
which clarifies that an exempt organization can receive tax-free 
payments from sponsors engaged in a trade or business in ex­
change for using the sponsor’s name, logo, or product lines as 
long as the sponsor does not expect any other substantial return 
benefit. If the sponsor receives substantial return benefits, the ex­
empt organization could be deemed to receive UBI. Advertising 
of the sponsor’s products or services such as any qualitative or
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comparative language, price information, endorsements, or in­
ducements to purchase the product or service could result in an 
allocation of income between UBI and income not subject to tax. 
Also, payments that are affected by the level of attendance, broad­
cast ratings, or other factors pertaining to public exposure to the 
sponsored event do not qualify for tax-free treatment. These pro­
visions are similar to proposed regulation section 1-513-4, which 
was issued January 22, 1993. The Act is effective for payments so­
licited or received after December 31, 1997.
Income From Subsidiaries
Generally, income received by a tax exempt organization in the 
form of interest, annuities, royalties, or rents is not subject to 
UBIT. Under IRC section 512(b)(13), however, such amounts 
are taxable as UBI if  they are received from a controlled taxable 
corporation or a controlled tax-exempt entity that has UBI. Prior 
to the Taxpayer Relief Act of 1997, taxation of these amounts was 
easily avoided through modifications in the corporate structure, 
such as establishing an intermediate holding company and second- 
tier subsidiary or by establishing and owning nonvoting classes of 
stock. However, changes made to IRC section 5 12(b)(13) have 
tightened the definition of con trol and w ill, therefore, result in 
more income being subject to UBIT. The definition of con trol 
now includes the notion of attribution, thereby eliminating ex­
clusions through the use of an intermediate holding company. 
Also, the definition includes a simplified 50-percent test, which 
focuses on the voting power or value of the shares, thereby elimi­
nating exclusions through the use of a second class of stock. Also, 
the definition is expanded by lowering the control threshold from 
80 percent to 50 percent. The changes are effective for taxable 
years beginning after August 5, 1997. If amounts are paid or ac­
crued under a binding written contract in effect on June 8, 1997, 
they are not subject to the new statute for the two years begin­
ning on or after August 5, 1997.
Eligibility as an S Corporation Shareholder
For tax years beginning after 1997, organizations exempt from tax 
under IRC section 501(a) and defined in IRC section 501(c)(3)
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(charities) and section 401(a) (retirement plans) are eligible to be 
S corporation shareholders. Prior to 1998, the contribution of 
voting or nonvoting S corporation stock to either of these entities 
would have terminated the corporation’s S election.
Under IRC section 512(e), the not-for-profit organization must 
treat the shares of the S corporation as an interest in an unrelated 
trade or business. Therefore, the items of income, loss, deduc­
tion, or credit that flow through to the tax-exempt shareholder 
and gain or loss on the sale of the stock w ill be treated as UBI. 
This characterization of the income and loss as UBI applies re­
gardless of the nature of the income actually passed through. 
Therefore, interest income, ordinarily excluded from UBI under 
IRC section 512(b)(1), is taxed as UBI if  received through an 
S corporation.
Exempt Status Revoked Due to Inurement to Insider
In 1997, the Tax Court (United Cancer Council Inc., 109 Tax Court 
No. 17) upheld the IRS’s revocation of the exempt status of the 
United Cancer Council, Inc. (UCC), because part of its net earn­
ings inured to the benefit of a professional fundraiser who was 
deemed to be an insider. UCC argued that the inurement doctrine 
does not apply, because the fundraiser was a third party hired to 
perform services and not an insider. The Tax Court held that the 
fundraiser in this case exercised substantial control over U CC’s fi­
nances and was therefore subject to the inurement doctrine.
Lobbying
The Lobbying Disclosure Act of 1995 restricts the lobbying activ­
ities of not-for-p rofit organizations. There are significant limits on 
amounts that organizations exempt from tax under IRC section 
501(c)(3) can spend on lobbying and some, but less significant, 
limits on amounts that organizations exempt under IRC section 
501(c)(4) can spend. No organizations can lobby with federal 
funds. As a way of avoiding these limitations some 501(c)(3) orga­
nizations have set up 501(c)(4) organizations to conduct their lob­
bying activities. The IRS has been examining these arrangements 
and in some cases has looked through the 501(c)(4) to the 
501(c)(3).
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UBTI of Charitable Remainder Unitrusts (CRUTs)
On January 2 1 ,  1997, the Ninth Circuit ruled in Leila G. Newhull 
Unitrust, affirming 104TC 236 (1995), that a charitable remainder 
unitrust's receipt of any unrelated business taxable income (UBTI) 
subjected the trust to tax on all its income from all sources for the 
years in question. This ruling was made even though the income 
in question was all derived from passive investments in publicly 
traded limited partnership units.
Audit Issues and Developments
New Statement of Position on Auditing Federal Awards Issued
How will the new SOP 98-3, Audits of States, Local Governments, and 
Not-for-Profit Organizations Receiving Federal Awards, assist auditors in 
performing audits of federal awards?
As a result of the numerous changes in the single audit arena (de­
scribed in the section of this Audit Risk Alert entitled “Regula­
tory, Legislative, and Other Developments”), the AICPA issued 
SOP 98-3, Audits o f  States, Local Governments, and Not-For-Profit 
Organizations Receiving Federal Awards (No. 014904).5 The SOP, 
which was issued March 17, 1998, supersedes SOP 92-9, Audits 
o f  Not-for-Profit Organizations Receiving Federal Awards, and Part 
VII, “Audits of Federal Financial Assistance,” of the Audit and 
Accounting Guide Audits o f  State and Local Governmental Units. 
SOP 98-3 provides auditors of states, local governments, and 
not-for-profit organizations w ith guidance on the work per­
formed and the reports issued for audits under the Single Audit 
Act Amendments of 1996 and Circular A -133. In addition to 
providing an overview of the auditors responsibilities in an audit 
of federal awards, SOP 98-3—
• Describes the auditor's responsibility for testing and report­
ing on the financial statements and the schedule of expen­
ditures of federal awards.
5. To order a copy of the SOP, auditors should contact the AICPA Order Department at 
(888) 777-7077 (menu selection #1). See the section of this Audit Risk Alert entitled 
“References for Additional Guidance” for additional ordering information.
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• Discusses various planning and other special audit consider­
ations of Circular A-133, including establishing an under­
standing with the auditee, initial-year audit considerations, 
the additional requirements of Government Auditing Stan­
dards, and audit materiality considerations.
• Describes the auditor’s responsibility for considering internal 
control and for performing tests of compliance with applica­
ble laws, regulations, and program compliance requirements 
under generally accepted auditing standards (GAAS), Gov­
ernment Auditing Standards, and Circular A-133.
• Includes an entire chapter devoted to the determination of 
major programs and the risk-based approach.
• Describes the auditor’s responsibility for reporting and 
provides illustrations of the reports required by Govern­
ment Auditing Standards and Circular A -133.
• Describes the auditor’s responsibility for testing and re­
porting in a program-specific audit and provides illustra­
tions of the related reports.
• Includes an illustrative schedule of findings and ques­
tioned costs and illustrative schedules of expenditures of 
federal awards.
Further, the SOP incorporates guidance from the following 
documents:
• The Single Audit Act Amendments of 1996 and Circular 
A-133 (Both of these documents are included in the appen­
dix section of the SOP.)
• Various AICPA SASs including SAS No. 74, Compliance 
Auditing Considerations in Audits o f  Governmental Entities 
and Recipients o f  Governmental Financial Assistance (AICPA, 
Professional Standards, vol. 1, AU sec. 801)
• Government Auditing Standards (1994 revision)
• The OMB Circular A-133 Compliance Supplement
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Auditors can obtain certain of the illustrative guidance included 
in the SOP (for example, the illustrative audit reports and 
schedules) in an electronic format from the AICPA’s Web Site at 
www.aicpa.org/belt/a133main.htm.
The AICPA is also working on a nonauthoritative implementa­
tion guide on Circular A -133. Auditors should watch future is­
sues of The CPA Letter or the Journal o f  Accountancy for further 
information on this guide.
The Year 2000 Issue
How will the arrival of the year 2000 affect your audit client’s accounting 
and financial information systems? What issues need to be addressed 
this year?
The Year 2000 (Y2K) Issue consists of two shortcomings of many 
electronic data processing systems that make them unable to process 
year-date data accurately beyond the year 1999. It is a broad opera­
tional problem, as well as an accounting systems problem.
The first shortcoming is that, in the past, computer programmers 
have consistently abbreviated dates by eliminating the first two 
digits of the year under the assumption that these two digits 
would always be 19. Thus, January 1, 1965, became 01/01/65. 
Unless corrected, this shortcut is expected to create widespread 
problems when the clock strikes 12:00:01 a.m. on January 1, 
2000. On that date, some computer programs may recognize the 
date as January 1, 1900, and consequently will process data inac­
curately or stop processing altogether.
The second shortcoming is that the algorithm used in some com­
puters for calculating leap years is unable to detect that the year 
2000 is a leap year. Therefore, systems that are not year 2000 
compliant may not register the additional day, and date calcula­
tions may be incorrect.
The Year 2000 Issue also may affect computer applications before 
January 1, 2000. Failures are expected to occur when systems at­
tempt to perform calculations into the year 2000 (for example,
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some entities may not be able to process a credit card that expires 
in the year 2000 or beyond).
In addition, some software programs use several dates in the year
1999 to mean something other than the date. Examples of such 
dates are 01/01/99, 09/09/99, and 12/31/99. As systems process 
information using these dates, they may produce erratic results or 
stop functioning.
Entities may experience other problems relating to the Year 2000 
Issue. For example, inventory-control systems may treat new 
items as obsolete, receivables may be erroneously identified as 
past due, interest calculations may be incorrect, paid-up insur­
ance policies may be considered expired, and computerized 
equipment-maintenance schedules may be adversely affected, 
along with the expiration dates for periodical subscriptions.
To further complicate matters, even if  an entity’s systems are year
2000 compliant, the entity may be affected by noncompliant sys­
tems of grantors, customers, vendors, or third-party data-process­
ing services with which the entity interacts electronically.
The costs to make systems year 2000 compliant may be substan­
tial. The Gartner Group, an international information technol­
ogy advisory and market research firm, has estimated the global 
costs to make software year 2000 compliant to be between $300 
billion and $600 billion through 1999.
In addition to the costs of making software year 2000 compliant, 
entities should understand that the risk of litigation relating to 
the Year 2000 Issue is substantial.
Auditors and the Year 2000 Issue
The Audit Issues Task Force (AITF) of the Auditing Standards 
Board (ASB) has issued two Interpretations of auditing standards 
addressing the Year 2000 Issue and expects to issue a third Inter­
pretation by June 1998. The Interpretations provide guidance to 
the auditor regarding his or her responsibilities in an audit con­
ducted in accordance with GAAS. The following are the two Inter­
pretations issued as of the date of this Audit Risk Alert’s publication 
and a summary of what they cover:
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• Interpretation of Statement on Auditing Standards (SAS) 
No. 70, Reports on the Processing o f  Transactions by Service 
Organizations (AICPA, Professional Standards, vol. 1, AU 
sec. 324). This Interpretation clarifies the responsibilities 
of service organizations and service auditors with respect to 
information about the Year 2000 Issue in a service organi­
zation’s description of controls.
• Interpretation of AU section 312, Planning and  Supervi­
sion. This Interpretation discusses the auditor’s responsibil­
ity with regard to the Year 2000 Issue, how the Issue affects 
planning for an audit of financial statements conducted in 
accordance with GAAS, and under what circumstances the 
Issue may result in a reportable condition.
• The third Interpretation is expected to be available on the 
AICPA’s Web Site on or before June 30, 1998. It will pro­
vide guidance on the application of SAS No. 59, The Audi­
to r ’s Consideration o f  an Entity’s Ability to Continue as a 
Going Concern (AICPA, Professional Standards, vol. 1, AU 
sec. 341), to the Year 2000 Issue
In auditing the financial statements of not-for-profit organiza­
tions, auditors should consider whether the organization has ac­
counted for software remediation costs in accordance w ith 
current accounting standards. The Financial Accounting Stan­
dards Board’s (FASB) Emerging Issues Task Force (EITF) has is­
sued guidance on accounting for the costs of modifying 
computer software for the year 2000. In EITF Issue No. 96-14, 
Accounting fo r  the Costs Associated with M odifying Computer Soft­
ware f o r  the Year 2000, the EITF reached a consensus that exter­
nal and internal costs specifically associated w ith modifying 
internal-use software for the year 2000 should be charged to ex­
pense as incurred. EITF Issue No. 96-14, however, does not ad­
dress purchases of hardware or software that replace existing 
software that is not year-2000-compliant, nor does it address im­
pairment or amortization issues relating to existing assets. The Se­
curities and Exchange Commission (SEC) staff has agreed with 
the EITF consensus.
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The Year 2000 Issue also may be an indicator of the impairment 
of fixed assets containing software or hardware components (for 
example, microchips) and for capitalized costs of software devel­
oped or obtained for internal use that has not been modified to 
be year 2000 compliant. FASB Statement No. 121, Accounting fo r  
the Impairment o f  Long-Lived Assets and fo r  Long-Lived Assets to Be 
Disposed O f provides guidance on evaluating, recognizing, measur­
ing, and disclosing impairment losses for such assets. The AICPA 
Accounting Standards Executive Committee’s (AcSEC) SOP 98-1, 
Accounting fo r  the Costs o f  Computer Software Developed or Obtained 
f o r  Internal Use, refers to FASB Statement No. 121 concerning 
recognition and measurement of impairment of capitalized costs 
of internal-use software. In considering whether such impairment 
losses are reported in conformity with FASB Statement No. 121, 
auditors should consider whether the organization groups assets at 
the lowest level for which there are identifiable cash flows that are 
largely independent of the cash flows for other groups of assets.
Also, the Year 2000 Issue also could affect the estimated useful lives 
used to calculate the depreciation and amortization of the assets.
Because of the publicity that the Year 2000 Issue has received, 
some entities might decide to make disclosures regarding their 
system’s year 2000 readiness. Auditors should be extremely cau­
tious about being associated with assertions that clients’ systems 
are year 2000 compliant or guarantees that systems will become 
compliant by a specified date.
The following are examples of the some of the kinds of disclo­
sures about the Year 2000 Issue that an entity might make:
• Disclosures required by GAAP
• Voluntary disclosures included within or accompanying 
the basic financial statements
If voluntary disclosures about the Year 2000 Issue are included in 
the notes to the audited financial statements of a not-for-profit 
organization, the auditor should determine whether he or she 
has obtained sufficient competent evidential matter regarding the 
information disclosed. The auditor may conclude that voluntary
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disclosures regarding the Year 2000 Issue should be made outside 
of the financial statements or labeled as unaudited, especially if  
such disclosures contain subjective or forward-looking informa­
tion. The auditor's responsibility with respect to these disclosures 
depends on whether the disclosures appear in an auditor-submitted 
document or a client-submitted document. The auditor’s respon­
sibilities in each of these situations are as follows:
• Unaudited disclosures in a client-submitted document. If dis­
closures about the Year 2000 Issue are presented outside 
the financial statements in an annual report of a not-for- 
profit organization or other documents to which the audi­
tor, at the client’s request, devotes attention, the auditor is 
responsible for reading and considering the information 
pursuant to SAS No. 8, Other Information in Documents 
Containing Audited Financial Statements (AICPA, Profes­
sional Standards, vol. 1, AU sec. 550).
• Unaudited disclosures in an auditor-subm itted  docum ent. 
The auditor should refer to SAS No. 29, Reporting on 
Information A ccompanying the Basic F inancial Statements 
in Auditor-Submitted Documents (AICPA, Professional Stan­
dards, vol. 1, AU sec. 551). If the auditor concludes, on the 
basis of facts known to him or her, that any accompanying 
information is materially misstated in relation to the basic 
financial statements taken as a whole, SAS No. 29, para­
graph 9, states that the auditor should discuss the matter 
with the client and propose appropriate revision of the ac­
companying information. If the client will not revise the 
accompanying information, the auditor should either 
modify his or her report on the accompanying information 
and describe the misstatement or refuse to include the in­
formation in the document.
An important part of any firm’s risk management program related to 
the Year 2000 Issue is its timely and ongoing communication with 
the client’s management. To avoid misunderstandings about the au­
ditor’s responsibilities with respect to the Year 2000 Issue, an auditor 
may find it necessary to specifically set forth his or her responsibilities 
under current auditing standards in communications with the client
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during audits leading up to the year 2000. Communications with 
the client may be in the form considered most appropriate by the au­
ditor. Some forms of communication that auditors may wish to con­
sider are discussed in the following paragraphs.
SAS No.83, Establishing an Understanding With the Client (AICPA, 
Professional Standards, vol. 1, AU sec. 310) requires auditors to 
obtain an understanding with the client regarding the service to 
be performed, including the objectives and lim itations of an 
audit of financial statements (see the “New Auditing Pronounce­
ments” section of this Audit Risk Alert). Auditors may wish to 
specifically address the Year 2000 Issue in connection with ob­
taining that understanding. The AICPA’s publication, The Year 
2000 Issue: Current Accounting and Auditing Guidance, contains 
sample engagement letter language relating to the Year 2000 
Issue. The publication is available free of charge from the AICPA’s 
Web Site (www.aicpa.org) or for a small charge from the AICPA’s 
Order Department at (888) 777-7077.
Auditors may wish to discuss the Year 2000 Issue with a client’s 
audit committee (or individual or group with similar responsibil­
ities) to make sure they understand the Year 2000 Issue and its 
magnitude. Paragraph 6 of SAS No. 61, Communications With 
Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 
380), provides as follows:
An audit performed in accordance with [GAAS] may address 
many matters o f interest to an audit committee. For example, 
an audit committee is usually interested in internal control and 
in whether the financial statements are free o f material mis­
statements. In order for the audit committee to understand the 
nature o f the assurance provided by an audit, the auditor 
should communicate the level o f responsibility assumed for 
these matters under [GAAS]. It is also important for the audit 
committee to understand that an audit conducted in accor­
dance with [GAAS] is designed to obtain reasonable, rather 
than absolute, assurance about the financial statements.
Because the Year 2000 Issue may affect an entity’s internal control, 
an auditor may wish to advise an entity’s audit committee that 
because an audit is not intended to provide assurance on the
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effectiveness of internal control, an audit of financial statements 
in accordance with GAAS does not provide any assurance with 
respect to the Year 2000 Issue.
Through inquiries of client personnel, the auditor may obtain in­
formation regarding the client’s understanding of the Year 2000 
Issue and, if  applicable, the progress of its year 2000 compliance 
efforts. The auditor may wish to communicate to senior manage­
ment and the audit committee the results of such inquiries and 
any observations regarding the year 2000. However, auditors 
should be cautious in these communications not to imply that 
they are providing assurance on year 2000 compliance.
Depending on the entity’s reliance on date-dependent processing 
and the state of preparedness for the year 2000, the auditor also 
may want to address certain other situations relating to the Year 
2000 Issue in his or her management letter. Some o f these situa­
tions may be as follows.
• The client has not begun to address the Year 2000 Issue.
• The client recognizes the issue but needs to develop a year 
2000 compliance program.
• The client recognizes the issue but needs to assess the effect 
of the Year 2000 Issue on its systems.
• The client needs to consider the budget and resource impli­
cations of the plan.
• The client currently is not meeting its year 2000 compli­
ance project’s timetables.
The matters discussed herein are more fully described in the 
AICPA’s publication, The Year 2000 Issue: Current Accounting and  
Auditing Guidance.
Executive Summary— The Year 2000 Issue
• The Year 2000 Issue has the potential to affect, among other things, an 
entity’s accounting and information systems.
• The AITF has issued guidance on the auditor's responsibility to detect 
year 2000 issues; audit planning considerations; and the circumstances
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under which year 2000 issues may constitute reportable conditions. 
It also issued an Interpretation to SAS No. 70, clarifying the respon­
sibilities o f service organizations and service auditors with respect to 
information about the Year 2000 Issue in a service organization’s de­
scription o f controls.
Auditors should be familiar with their responsibility regarding the 
different disclosures that many organizations may make relating to 
the Year 2000 Issue. They should be extremely cautious about 
being associated with assertions that clients’ systems are year 2000 
compliant or guarantees that systems will become compliant.
• To avoid misunderstandings about the auditors’ responsi­
bilities with respect to the Year 2000 Issue, an auditor may 
wish to specifically set forth his or her responsibilities 
under current auditing standards in communications with 
the client during audits leading up to the year 2000. Those 
communications may be in the form of engagement letters 
or management letters.
• Auditors should consider client accounting for year 2000 
software remediation costs and the potential impairment 
costs and other reporting issues pursuant to current ac­
counting standards. Some of the standards to consider are 
EITF Issue No. 96-14, and FASB Statement No. 121. Audi­
tors should also be familiar with any disclosure requirements 
under current standards. In addition to the previously men­
tioned standards, auditors may want to consider the require­
ments of SOP 94-6, Disclosure o f  Certain Significant Risks 
and Uncertainties.
Internal Control
Changes in financial accounting standards, increased attention to 
the requirements to properly bill overhead costs to government 
agencies, restructuring, increased participation in affinity pro­
grams or similar arrangements, increases in deferred giving and 
contributed services, solicitation of contributions on the Internet, 
and expanded contractual audit requirements are resulting in the 
need for significant changes in the accounting systems and internal
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control of not-for-profit organizations. Auditors should ensure that 
they have a sufficient understanding of the organizations internal 
control in order to plan and perform the audit. SAS No. 78, Con­
sideration o f  Internal Control in a Financial Statement Audit: An 
Amendment to Statement on Auditing Standards No. 55 (AICPA, 
Professional Standards, vol. 1, AU sec. 319), discusses the auditor’s 
consideration of internal control in a financial statement audit.
Not-for-Profit Organizations That Use Service Organizations
Some not-for-profit organizations use third-party service organi­
zations to process transactions such as to administer financial aid 
programs, administer trusts, maintain donor mailing lists, process 
contributions, and perform payroll functions. Service organiza­
tions performing such functions generate data that is incorporated 
in the user organization’s financial statements. SAS No. 70 pro­
vides the relevant auditing guidance pertaining to these situations.
Auditors are reminded that if  an organization uses a service orga­
nization, transactions processed at the service organization are 
subjected to controls implemented at the service organization. 
Consequently, the internal control of a user organization may in­
clude a component that is not directly under the control and 
monitoring of the user organization’s management but is instead 
under the control and monitoring of the service organization. For 
this reason, planning the audit may require a user auditor to gain 
an understanding of the controls at the service organization that 
may affect the user organization’s financial statements. This un­
derstanding may be gained in several ways, including obtaining a 
service auditor’s report.
The fact that an entity uses a service organization does not by itself 
require a user auditor to conclude that it is necessary to plan the 
audit to either obtain an understanding of the controls of the ser­
vice organization or obtain a service auditor’s report. For example, 
an organization using a payroll service organization could com­
pare the data submitted to the service organization with reports or 
information received from the service organization after the data 
has been processed. The user organization could also recompute a 
sample of the payroll amounts for clerical accuracy and could re­
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view the total amount of the payroll for reasonableness. Also, the 
user auditor can gain an understanding of the controls at the ser­
vice organization by performing procedures at the service organi­
zation, rather than obtaining a service auditor's report.
In considering the effect of the service organization on the user or­
ganization’s internal control, auditors should consider several fac­
tors, such as the relationship of the controls of the service 
organizations to those of the user organization. AU Section 
324.06 provides that the relationship of the controls of the service 
organizations to those of the user organization depends primarily 
on the nature of the services provided by the service organization. 
If the services provided by the service organization are limited to 
recording user organization transactions and processing the related 
data, and the user organization retains responsibility for authoriz­
ing the transactions and maintaining the related accountability, 
there will be a high degree of interaction between the controls at 
the service organization and those at the user organization. In 
these circumstances, it may be possible for the user organization to 
implement effective controls over those transactions. Conversely, 
when the service organization has been given authority to initiate 
and execute the user organizations transactions and also maintains 
the related accountability, there is a lower degree of interaction 
and, therefore, it may not be practicable for the user organization 
to implement effective controls over those transactions.
AU Section 324.08 suggests that the service organization’s con­
trols and records may be significant in planning the audit of the 
user organization. In determining the significance of these con­
trols and records to planning the audit, the auditor should con­
sider factors such as the following:
• The significance of the financial statement assertions that 
are affected by the controls of the service organization
• The inherent risk associated with the assertions affected by 
the controls of the service organization
• The nature of the services provided by the service organiza­
tion and whether they are highly standardized and used ex­
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tensively by many user organizations or unique and used 
by only a few
• The extent to which the user organizations controls inter­
act with the controls of the service organization
• The user organization’s controls that are applied to the 
transactions affected by the service organizations activities
• The terms of the contract between the user organization 
and the service organization
• The service organization’s capabilities, including the fol­
lowing:
-  Record of performance
-  Insurance coverage
-  Financial stability
• The user auditor’s prior experience with the service organi­
zation
• The extent of auditable data in the user organization’s pos­
session
• The existence of specific regulatory requirements that may 
dictate the application of audit procedures beyond those 
required to comply with GAAS
After considering these factors and evaluating the available informa­
tion, the user auditor may conclude that he or she has the means to 
obtain a sufficient understanding of internal control to plan the audit. 
The auditor may conclude that information is not available to obtain 
a sufficient understanding to plan the audit. He or she may then con­
sider contacting the service organization, through the user organiza­
tion, to obtain specific information or request that a service auditor be 
engaged to perform procedures that will supply the necessary infor­
mation, or the user auditor may visit the service organization and per­
form such procedures. If the user auditor is unable to obtain sufficient 
evidence to achieve his or her audit objectives, the user auditor should 
qualify his or her opinion or disclaim an opinion on the financial 
statements because of a scope limitation (see AU Section 324.10).
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Executive Summary— Not-for-Profit Organizations That Use 
Service Organizations
• If an organization uses a service organization, transactions that affect the 
user organizations financial statements are subjected to controls that 
may be physically and operationally apart from the user organization.
• The relationship o f the controls of the service organizations to those 
of the user organization depends primarily on the nature o f the ser­
vices provided by the service organization and the extent o f the inter­
action between the controls at the service organization and those at 
the user organization.
• AU Section 324.08 suggests that the service organization’s controls 
and records may be significant in planning the audit o f the user orga­
nization. The auditor should consider various factors relating to the 
use o f the service organization.
• If the user auditor is unable to obtain sufficient evidence to achieve 
his or her audit objectives, the user auditor should qualify his or her 
opinion or disclaim an opinion on the financial statements because 
o f a scope limitation.
Engagement Letters— Indemnification Clauses
What is the significance of an indemnification clause in an 
engagement letter?
Although no authoritative pronouncements currently require 
that a written engagement letter be used in an audit, its use is 
generally considered to be sound business practice. Engagement 
letters can help prevent misunderstandings between the client 
and the auditor regarding the services to be performed and the re­
sponsibilities of both parties. In addition, states generally recog­
nize the engagement letter as a legally binding document, and its 
use may therefore help reduce the risk of litigation.
In efforts to further reduce those risks, practitioners have increas­
ingly begun to incorporate so-called indemnification clauses into 
their engagement letters. Typically, indemnification clauses pro­
vide recourse to the auditor if he or she is sued for alleged audit 
failures given that the auditor has relied on representations by 
management that were later discovered to be false.
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In a recently reported lawsuit, a CPA firm won a six-figure set­
tlement from a former financial institution client that blamed 
its bankruptcy on alleged audit failures even though the client 
had lied to the firm’s auditors about issues that had been raised 
by federal regulators. In its engagement letter, the firm had in­
cluded an indem nification clause providing that the client 
would be responsible for paying any legal fees incurred by the 
firm due to its reliance on any false representations made by the 
client. On the basis of that clause, the firm was able to negotiate 
a favorable settlement from a position of relative strength. Suc­
cessful resolutions to litigation against auditors, such as this 
one, have spurred many in the profession to adopt, or at the 
very least consider, the possibility of the inclusion of indemnifi­
cation clauses in their engagement letters. Although some ques­
tion whether such clauses add anything legally to common law, 
others believe that including the clause in the engagement let­
ter, at the very least, puts the client on notice about precisely 
what their responsibilities are for the financial statements and 
their representations.
From the standpoint of auditor independence, this issue is 
addressed in AICPA Ethics Ruling No. 94, Ind em n ifica tion  
Clause in Engagement Letters (AICPA, Professional Standards, 
vol. 2, ET sec. 191). The ruling provides that an auditor’s inde­
pendence is not impaired solely on the basis of an agreement 
whereby the client would hold the member harmless from any 
liab ility and costs resulting from knowing misrepresentations 
by management.
Executive Summary— Engagement Letters— Indemnification Clauses
• Though a written engagement letter is not required, it is a good idea to 
have one.
• Indemnification clauses in engagement letters may help reduce the 
auditor’s exposure to litigation stemming from representations made 
to the auditor.
• Indemnification clauses in engagement letters do not impair inde­
pendence.
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Contributed Services
What effect does the increase in contributed services have on this 
year’s audits?
Changes in social consciousness, increases in the volunteer work 
force resulting from baby boomers taking early retirement, and a 
healthier elderly population are resulting in increases in con­
tributed services. FASB Statement No. 116, Accounting fo r  Con­
tributions R eceived and  Contributions M ade, provides guidance 
pertaining to contributed services. Auditors should consider 
whether contributed services have been accounted for properly. 
Also, the use of some of those services may result in changes in 
internal control. For example, a retired accountant may perform 
volunteer bookkeeping services for an organization. If the use of 
volunteers is significant, auditors should ensure that they have a 
sufficient understanding of the organizations internal control in 
order to plan and perform the audit. SAS No. 78 discusses the 
auditor’s consideration of internal control in a financial state­
ment audit.
Also, in June 1997, President Clinton signed the Volunteer Pro­
tection Act into law. The new law protects volunteers from liabil­
ity for negligent acts or omissions while acting within the scope 
of their responsibilities. It does not protect them from liability for 
willful or criminal misconduct. The Act, coupled with an already 
increasing stream of volunteers, places more emphasis on the 
need for not-for-profit organizations to properly train and super­
vise volunteers for both operational and financial reasons. Audi­
tors should consider whether not-for-profit organizations have 
adequate procedures in place to properly train and supervise vol­
unteers and minimize the organization’s potential exposure to lia­
bilities resulting from the actions of volunteers.
Affinity Programs and Other Affiliations
Some entities, including some operating on the Internet, offer 
not-for-profit organizations fund-raising opportunities through 
various arrangements, such as affinity programs and investment
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networks. Some of those arrangements may be fraudulent, such 
as those that are actually investment pyramids, and organizations 
associated with them may be committing illegal acts. SAS No. 54 
discusses the nature and extent of the consideration that auditors 
should give to the possibility of illegal acts and provides guidance 
on the auditor's responsibilities if  a possible illegal act is detected.
Some affinity programs or other arrangements offer organizations 
royalties or other income in exchange for using the organization’s 
name or logo. Auditors should consider internal controls over 
revenue earned and received under such arrangements.
Also, revenues earned under such arrangements may be considered 
unrelated business income by the IRS and subject to income tax.
Shift in Donor Base
For some organizations, the number of donors contributing money 
is decreasing. This increases the audit risk that the allowance for 
doubtful accounts may be misstated, as the composition of accounts 
receivable shifts to fewer large balances rather than several smaller 
balances. On the positive side, existence may be easier to audit by 
both confirmation and examining other evidence. Also, this may 
result in a concentration of credit risk, which may be required to 
be disclosed under the provisions of FASB Statement No. 105, 
Disclosure o f  Information about F inancial Instruments w ith Off- 
Balance-Sheet Risk and  Financial Instruments with Concentrations 
o f  Credit Risk.
Also, the use of multiyear promises to give has decreased due to 
the desire of some donors, particularly large donors such as foun­
dations and corporate donors, to avoid recognizing contribution 
expense for amounts that will be paid in future years. This has re­
sulted in some organizations recognizing less contribution rev­
enue and receivables. SAS No. 59 provides guidance concerning 
the auditor’s consideration of an entity’s ability to continue as a 
going concern. Auditors should consider the effect of decreased 
contribution revenues and receivables on the entity’s ability to 
continue as a going concern.
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Independence
Some auditors have taken on additional engagements with audit 
clients, such as consulting and outsourcing certain functions. The 
AICPA’s Code o f  Professional Conduct, Rule 101, “Independence” 
(AICPA, Professional Standards, vol. 2, ET sec. 101) provides that 
members may provide such services, but that they must not assume 
the role of employee or management. For example, the member 
must not consummate transactions, have custody of assets, or exer­
cise authority on behalf of the client. Auditors performing such en­
gagements should ensure that their independence is not impaired.
Auditing Pronouncements
What are the recently issued Auditing Pronouncements affecting 
not-for-profit organizations?
The following table summarizes four SASs that have recently been 
issued.
Pronouncements
Pronouncement Affected Key Provisions Effective Date
SAS No. 83, Establish­
ing an Understanding 
With the Client (AICPA, 
Professional Standards, 
vol. 1, AU sec. 310), 
and SSAE No. 7, 
Establishing an 
Understanding With 
the Client
SAS No. 84, Commu­
nications Between 
Predecessor and Successor 
Auditors (AICPA, 
Professional Standards, 
vol. 1, AU sec. 315)
SAS No. 85, Manage­
ment Representations 
(AICPA, Professional 
Standards, vol. 1, AU 
sec. 333)
SAS No. 1, Codification 
of Auditing Standards 
(AU sec. 310), 
and SSAE No. 1, 
Attestation Standards 
(AICPA, Professional 
Standards, vol. 2, AT 
sec. 100)
SAS No. 7, Commu­
nications Between 
Predecessor and Successor 
Auditors (AICPA, 
Professional Standards, 
vol. 1, AU sec. 315)
SAS No. 19, Client 
Representations 
(AICPA, Professional 
Standards, vol. 1, AU 
sec. 333)
Requires documenta­
tion of the under­
standing with the 
client re: engagement 
objectives and limita­
tions as well as man­
agement and auditor 
responsibilities
Provides guidance on 
communications 
between predecessor 
and successor auditors 
when there is a change 
in auditors or possible 
misstatements are 
discovered in financial 
statements reported on 
by a predecessor auditor
Requires written 
representations from 
management for all 
financial statements 
and periods covered 
by the auditor’s report
The Statement is 
effective for engage­
ments for periods end­
ing on or after June 15, 
1998, with earlier 
application permitted.
The Statement is 
effective for acceptance 
of an engagement after 
March 31, 1998, with 
earlier application 
permitted.
The Statement is 
effective for audits of 
financial statements 
for periods ending on 
or after June 30, 1998, 
with earlier application 
permitted.
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Pronouncements
Pronouncement Affected Key Provisions Effective Date
SAS No. 86, Amend­
ment to SAS No. 72, 
Letters for Underwriters 
and Certain Other 
Requesting Parties 
(AICPA, Professional 
Standards, vol. 1, AU 
sec. 634)
SAS No. 72, Letters for 
Underwriters and 
Certain Other Request­
ing Parties (AICPA, 
Professional Standards, 
vol. 1, AU sec. 634)
Permits practitioners 
who have examined or 
reviewed Management 
Discussion and Analysis 
in accordance with 
SSAE No. 8, Manage­
ment’s Discussion and 
Analysis, to state that 
fact in the introductory 
section of the comfort 
letter and attach a 
copy of the SSAE 
No. 8 report to the 
comfort letter.
Effective for Comfort 
Letters issued on or 
after June 30, 1998
Disclosure in Financial Statements Prepared on the Cash,
Modified Cash, or Income Tax Basis of Accounting
The AITF issued an Auditing Interpretation, “Evaluating the Ad­
equacy of Disclosure in Financial Statements Prepared on the 
Cash, Modified Cash, or Income Tax Basis of Accounting” of 
SAS No. 62, Special Reports (AICPA, Professional Standards, vol. 
1, AU sec. 623).
The Interpretation applies to cash, modified cash, and income 
tax basis presentations. It addresses the summary of significant 
accounting policies; disclosures for financial statement items 
that are the same as or similar to those in GAAP statements; is­
sues relating to financial statement presentation; and disclosure 
of matters not specifically identified on the face of the state­
ments. The Interpretation contains examples of how other 
comprehensive basis of accounting (OCBOA) disclosures, in­
cluding presentation, may differ from those in GAAP financial 
statements.
The Interpretation states that the discussion of the basis of ac­
counting needs to include only the significant differences from 
GAAP and that quantifying differences is not required. If cash, 
modified cash, or income tax basis financial statements contain 
elements, accounts, or items for which GAAP would require dis­
closure, the statements either should provide the relevant GAAP 
disclosure or provide information that communicates the sub-
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stance of that disclosure. Qualitative information may be substi­
tuted for some of the quantitative information required in a 
GAAP presentation. GAAP disclosure requirements that are not 
relevant to the measurement of the element, account, or item 
need not be considered.
Cash, modified cash, and income tax statements should com­
ply with GAAP requirements that apply to the presentation of 
financial statements or provide inform ation that com m uni­
cates the substance of those requirements. The substance of 
GAAP presentation requirements may be communicated using 
qualitative information and w ithout m odifying the financial 
statement format. Several examples illustrate how this guidance 
may be applied, including examples of presentations that may 
be used as alternatives to those required by GAAP for reporting 
the following:
1. Expenses by their functional classification
2. A matrix of natural and functional expense classifications
3. Amounts of and changes in unrestricted, temporarily re­
stricted, and permanently restricted net assets
Finally, if  GAAP would require disclosure of other matters such 
as contingent liabilities, going concern, and significant risks and 
uncertainties, the auditor should consider the need for that same 
disclosure or disclosure that communicates the substance of those 
requirements. Such disclosures need not include information that 
is not relevant to the basis of accounting.
Executive Summary— Disclosure in Financial Statements Prepared 
on the Cash, Modified Cash, or Income Tax Basis of Accounting
• For cash, modified cash, or income tax basis financial statements, the 
discussion of the basis o f accounting needs to include only the signif­
icant differences from GAAP Quantifying differences is not required.
• If cash, modified cash, or income tax basis financial statements con­
tain elements, accounts, or items for which GAAP would require 
disclosure, the statements either should provide the relevant GAAP 
disclosure or provide information that communicates the substance 
of that disclosure.
48
• Cash, modified cash, and income tax statements should comply with 
GAAP requirements that apply to the presentation o f financial state­
ments or provide information that communicates the substance o f 
those requirements.
Restricting the Use of an Auditor’s Report
Both the report on compliance and internal control over financial 
reporting issued by the auditor in an audit of financial statements 
performed in accordance with Government Auditing Standards and 
the report issued on compliance and internal control over compli­
ance in a Circular A -133 audit are considered restricted-use re­
ports. For this reason, auditors of not-for-profit organizations 
should be aware that in January 1998, the ASB issued an exposure 
draft of a proposed SAS entitled Restricting the Use o f  an Auditors 
Report, which would be effective for reports issued after November 
30, 1998. The proposed SAS provides guidance to auditors that 
will help them determine whether an engagement requires a re­
stricted-use report and, if  so, what elements to include in that re­
port. The proposed SAS states that an auditor should restrict the 
use of a report in the following circumstances:
• The subject matter of the auditor’s report, or the presenta­
tion being reported on, is based on measurement or disclo­
sure criteria contained in contractual agreements or 
regulatory provisions that are not in conformity with GAAP 
or OCBOA.
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of an 
auditor’s report should be restricted, the proposed Statement,
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among other things, defines the terms general use and restricted use, 
specifies the language to be used in restricted-use reports, and re­
quires an auditor to restrict a “combined” report if  it covers sub­
ject matter or presentations that ordinarily do not require a 
restriction on use and subject matter or presentations that require 
such a restriction. It permits auditors to include a separate gen­
eral-use report in a document that also contains a restricted-use 
report. Auditors should be alert for the issuance of a final SAS.
Accounting Issues and Developments
What are the recently issued Accounting Pronouncements affecting 
not-for-profit organizations?
Joint Activities
How will the new Statement of Position on joint activities affect audits of 
not-for-profit organizations?
In March 1998, the AICPA issued SOP 98-2, Accounting fo r  Costs 
o f  Activities o f  Not-for-Profit Organizations and State and Local Gov­
ernmental Entities That Include Fund Raising. The SOP applies to 
not-for-profit organizations and state and local governmental enti­
ties in determining fund-raising costs. It supersedes SOP 87-2, Ac­
counting fo r  Join t Costs o f  Informational Materials and Activities o f  
Not-for-Profit Organizations That Include a Fund-Raising Appeal. 
SOP 98-2 requires entities to report the costs of all materials and 
activities that include a fund-raising appeal as fund-raising costs, 
including costs that otherwise might be considered program or 
management and general costs if  they had been incurred in a dif­
ferent activity, unless the criteria of purpose, audience, and con­
tent, as defined in the SOP, are each met, subject to the exception 
in the following sentence. Costs of goods or services provided in ex­
change transactions, such as costs of direct donor benefits of a spe­
cial event (for example, a meal), should not be reported as fund 
raising. If the criteria of purpose, audience, and content are met, 
the joint costs o f  those activities should be allocated and costs that 
are clearly identifiable with fund-raising, program, or management 
and general functions should be charged to those cost objectives.
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SOP 98-2 is effective for years beginning on or after December 15, 
1998. Some entities will undoubtedly change the way they conduct 
their activities in order to meet the allocation criteria. The lead 
time on conducting such activities can be as long as six months. 
Auditors should discuss the SOP with their clients and start re­
viewing their activities now to plan for implementation of the SOP.
Because of pressure to portray fund-raising expenses within cer­
tain percentages of revenue and expenses, there continues to be 
an increased risk that the cost of mailing materials or conducting 
other communications with the public may not be properly allo­
cated between program expenses and fund-raising or manage­
ment and general expenses.
Some state attorneys general continue to criticize the manner in 
which some organizations allocate joint costs. They believe that 
some organizations have been too liberal in their allocation of 
costs to program expenses, especially those costs incurred to edu­
cate the public.
Not-for-profit organizations and auditors should carefully review 
the requirements of the applicable SOP and consider the sufficiency 
of evidence that exists to support any allocations of such joint costs.
Agency Transactions
What is the status of the FASB’s Agency Project?
In December 1995, the FASB released an exposure draft of a pro­
posed Interpretation, Transfers o f  Assets in Which a Not-for-Profit 
Organization Acts as an Agent, Trustee, or Intermediary (An Interpreta­
tion o f  FASB Statement No. 116). After considering the comments re­
ceived on the exposure draft, the FASB has decided to split this 
project into two separate pieces. One part of the project addresses 
situations in which the recipient organization has the unilateral 
power to redirect the use of the assets away from the specified ben­
eficiary. FASB Interpretation No. 42, Accounting fo r  Transfers o f  As­
sets in Which a Not-for-Profit Organization Is Granted Variance Power 
(An Interpretation o f  FASB Statement No. 116), issued in Septem­
ber 1996, addresses this. The other part of the project addresses 
other situations in which a donor specifies a third-party beneficiary,
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including accounting by that beneficiary for the contribution re­
ceived. FASB Interpretation No. 42 provides that an organization 
that receives assets acts as a donee and a donor, rather than an agent, 
trustee, or intermediary, if  a resource provider specifies a third-party 
beneficiary or beneficiaries and explicitly grants the recipient orga­
nization the unilateral power to redirect the use of the assets away 
from the specified beneficiary or beneficiaries (variance power).
Auditors should consider the wording used in the solicitations or 
gift agreements to determine whether resources received by not- 
for-profit organizations are received in agency transactions. This 
issue is particularly pertinent for audits of community founda­
tions, federated fund-raisers, and fund-raising foundations.
Auditors should consider discussing these matters with clients as 
soon as possible, to avoid misunderstandings between clients and 
auditors concerning accounting for such transactions.
The balance of the issues covered in the exposure draft will be ad­
dressed in the second piece of the project, which is expected to be 
exposed for comment in the second quarter of 1998.
Internal Use Software
In March 1998, AcSEC issued SOP 98-1 , Accounting fo r  the Costs 
o f  Computer Software Developed or Obtained fo r  Internal Use. The 
SOP requires that entities capitalize certain internal-use software 
costs once certain criteria are met. The SOP identifies the charac­
teristics of internal-use software and provides examples to assist in 
determining whether computer software is for internal use. The 
SOP is effective for financial statements for fiscal years beginning 
after December 15, 1998, though earlier adoption is encouraged.
Start-Up Activities
In April 1998, AcSEC issued SOP 98-5, Reporting on the Costs o f  
Start-Up Activities. The SOP requires that entities expense the costs 
of start-up activities and organization costs as incurred. The SOP 
broadly defines start-up activities and provides examples, including 
an example specific to not-for-profit organizations, to help entities 
determine what costs are and are not within the scope of the SOP.
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The SOP is generally effective for financial statements for fiscal 
years beginning after December 15, 1998, though earlier adoption 
is encouraged.
Consolidations
In October 1995, the FASB released an exposure draft of a proposed 
Statement, Consolidated Financial Statements: Policy and Procedures. 
The exposure draft would apply to not-for-profit organizations and 
would require a controlling organization to consolidate all entities 
that it controls unless control is temporary at the time the entity be­
comes a subsidiary. For purposes of this requirement, control of an 
entity is the power to use or direct the use of the individual assets of 
another entity in essentially the same ways as the controlling entity 
can use its own assets. The exposure draft includes presumptions of 
effective control and indicators of effective control.
Not-for-profit organizations are currently required to follow SOP 
94-3, Reporting o f  Related Entities by Not-for-Profit Organizations. 
If, however, the FASB Statement resulting from the exposure draft 
were issued and required to be applied by not-for-profit organiza­
tions, it would supersede SOP 94-3 to the extent that it is incon­
sistent with the FASB Statement resulting from the exposure draft.
The exposure draft would require the consolidation in all circum­
stances in which SOP 94-3 requires consolidation. Also, the ex­
posure draft requires consolidation in circumstances in which 
SOP 94-3 permits but does not require consolidation. (SOP 94-3 
does not include the presumptions of effective control. However, 
paragraph 12 of the SOP permits consolidation with certain kinds 
of control if  coupled with an economic interest. Therefore, the 
circumstances in the exposure draft that result in effective control, 
and therefore consolidation, could result in consolidation being 
permitted but not required, under SOP 94-3.)
The period for commenting on the proposal has expired.
AICPA Guide
In August 1996, the AICPA Not-for-Profit Organizations Commit­
tee issued the Audit and Accounting Guide Not-for-Profit Organi­
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zations (the Guide). The Guide incorporates certain provisions of 
FASB Statement Nos. 116 and 117 and is directed at not-for- 
profit organizations in general, and not at specific kinds of orga­
nizations, such as voluntary health and welfare organizations or 
private colleges and universities.
The Guide supersedes the following AICPA Audit and Account­
ing Guides:
• Industry Audit Guide Audits o f  Voluntary Health and  Wel­
fa re Organizations
• Industry Audit Guide Audits o f  Colleges and Universities
• Audit and Accounting Guide Audits o f  Certain Nonprofit 
Organizations
It also supersedes the following AICPA SOPs:
• SOP 74-8, Financial Accounting and  Reporting by Colleges 
and Universities
• SOP 78-10, Accounting Principles and  Reporting Practices 
f o r  Certain Nonprofit Organizations
• SOP 87-2, Accounting fo r  Jo in t Costs o f  Informational Mate­
rials and Activities o f  Not-for-Profit Organizations That In­
clude a Fund-Raising Appeal
• SOP 94-2, The Application o f  the Requirements o f  Account­
in g Research Bulletins, Opinions o f  the Accounting Principles 
Board, and  Statements and  Interpretations o f  the Financial 
Accounting Standards Board to Not-for-Profit Organizations
The Guide provides detailed guidance on various accounting and au­
diting matters. The provisions of the Guide are effective for financial 
statements for periods ending on or after December 3 1 ,  1996.
Materiality Considerations Pertaining to Disclosing Total 
Fund-Raising Expenses
Paragraph 13.30 of the Audit and Accounting Guide Not-for-Profit 
Organizations, provides that not-for-profit organizations should dis­
close total fund-raising expenses. Some organizations, particularly
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some colleges and universities, do not disclose total fund-raising ex­
penses, because they believe it is immaterial. In addressing material­
ity, paragraph 2.37 of the Guide provides as follows:
SAS No. 47 states that “the auditor ordinarily considers mate­
riality for planning purposes in terms of the smallest aggregate 
level o f misstatements that could be considered material to any 
one o f the financial statements.” Expenditures o f not-for-profit 
organizations are often tightly controlled and based on the 
concept of a balanced budget, with relatively small or zero oper­
ating margins. As a result, the auditor may consider materiality 
for planning purposes from various perspectives, such as total 
net assets, various net asset classes, changes in net assets, changes 
in net asset classes, total revenues, revenues o f each net asset 
class, total expenses, or other measures— such as total unre­
stricted contributions, total program expenses, the ratio o f pro­
gram expenses to total expenses, and the ratio o f fund-raising 
expenses to contributions.
SAS No. 70, paragraph 10, provides that “the auditor’s considera­
tion of materiality is a matter of professional judgement and is in­
fluenced by his or her perception of the needs of a reasonable 
person who will rely on the financial statements. The perceived 
needs of a reasonable person are recognized in the discussion of ma­
teriality in [FASB] Concepts Statement No. 2, Qualitative Charac­
teristics o f  Accounting Information. ”
Other factors that auditors may wish to consider in determining 
whether the required disclosures pertaining to total fund-raising 
expenses are material include the significance of the organization’s 
fund-raising activities to its operations and the significance of 
fund-raising expenses to total expenses.
Volatility of Asian Markets
What effect will the volatility of the Asian markets have on 
reported investments?
Recent volatility of Asian markets may affect not-for-profit orga­
nizations with significant investments, such as endowments, in 
those markets. FASB Statement No. 124, Accounting f o r  Certain
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Investments Held by N ot-for-Profit Organizations, provides that 
investments in equity securities with readily determinable fair 
values and all debt securities should be reported at fair value with 
gains and losses included in a statement of activities. APB Opin­
ion No. 18, Equity M ethod o f  Accounting fo r  Investments in Com­
mon Stock, provides that declines in the value of investments that 
are accounted for using the equity method be recognized if the 
declines in value are other than temporary. FASB Statement No. 
114, Accounting by Creditors f o r  Impairment o f  a Loan, provides 
that impaired loans that are within the scope of the Statement be 
measured based on the present value of expected future cash 
flows discounted at the loan’s effective interest rate or, as a prac­
tical expedient, at the loan’s observable market price or the fair 
value of the collateral if  the loan is collateral dependent. Audi­
tors should consider the effects of the volatility in Asian markets 
and whether investments and loans are reported in conformity 
with GAAP.
SAS No. 59 provides guidance concerning the auditor’s consider­
ation of an entity’s ability to continue as a going concern. Audi­
tors should consider the effect of the volatility in Asian markets 
on the entity’s ability to continue as a going concern.
Investments
Significant increases in equity markets have resulted in some or­
ganizations reporting significant unrealized gains on investments 
and reporting investments at amounts that significantly exceed 
costs. The amounts of those unrealized gains included in the 
change in net assets and reported investments are not required to 
be disclosed under FASB Statement No. 124. However, some or­
ganizations may choose to disclose those amounts, based on the 
sensitivities and needs of financial statements users.
FASB Statement No. 124 provides that net appreciation on 
donor-restricted endowment funds should be reported as 
changes in unrestricted net assets unless the appreciation is tem­
porarily or permanently restricted by explicit donor-imposed 
stipulations or by law. Also, paragraph 8.14 of the Audit and Ac­
counting Guide Not-for-Profit Organizations provides that in the
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absence of donor stipulations or law to the contrary, donor re­
strictions on the use of income of an endowment fund also ex­
tend to the net appreciation on the endowment fund. Laws 
concerning net appreciation of donor-restricted endowment 
funds may vary from jurisdiction to jurisdiction. For example, 
some jurisdictions follow trust law, some follow the Uniform 
Management of Institutional Funds Act (UMIFA), some follow 
modifications of UMIFA, and some follow interpretations of 
those laws issued by state attorneys general. Generally, in juris­
dictions following trust law, net appreciation is not spendable 
and, therefore, should be added to permanently restricted net as­
sets. Also, it has generally been interpreted that, absent donor re­
strictions, net appreciation is spendable under UMIFA and 
therefore should be added to unrestricted net assets. (Legal lim i­
tations that require the governing board to act to appropriate net 
appreciation under a statutorily prescribed standard of ordinary 
business care and prudence do not extend donor restrictions to 
the net appreciation.)
Auditors should obtain an understanding about these issues and 
the laws concerning net appreciation on donor-restricted endow­
ments applicable to the reporting organization. Also, auditors 
should obtain representations from management about any inter­
pretations made by the organization’s governing board concerning 
whether laws lim it the amount of net appreciation of donor-re­
stricted endowments that may be spent. However, for organiza­
tions operating in jurisdictions in which there may be questions 
concerning interpretations of the applicable laws or where there 
are conflicting interpretations by various legal counsel, auditors 
should request the organization to obtain a specific opinion from 
legal counsel concerning interpretation of the legal requirements. 
SAS No. 73, Using the Work o f  a Specialist (AICPA, Professional Stan­
dards, vol. 1, AU sec. 336) provides guidance concerning circum­
stances in which the auditor relies on the representations or work of 
an attorney for other than litigation, claims, and assessments as ad­
dressed in SAS No. 12, Inquiry o f  a Client’s Lawyer Concerning Lit­
igation, Claims, and Assessments (AICPA, Professional Standards, 
vol. 1, AU sec. 337).
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Executive Summary— Investments
• Though not required, some organizations may choose to disclose the 
amount o f unrealized gains on investments that are included in the 
changes in net assets and reported investments, based on the sensi­
tivities and needs o f financial statements users.
• Net appreciation on donor-restricted endowment funds should be 
reported as changes in unrestricted net assets unless the appreciation 
is temporarily or permanently restricted by explicit donor-imposed 
stipulations or by law.
• Absent donor restrictions, net appreciation is spendable under UMIFA 
and therefore should be added to unrestricted net assets.
• Legal limitations that require the governing board to act to appropri­
ate net appreciation under a statutorily prescribed standard o f ordi­
nary business care and prudence do not extend donor restrictions to 
the net appreciation.
• Auditors should obtain representations from management about any 
interpretations made by the organization’s governing board concern­
ing whether laws limit the amount o f net appreciation o f donor- 
restricted endowments that may be spent. For organizations operating 
in jurisdictions in which there may be questions concerning inter­
pretations o f the applicable laws or where there are conflicting inter­
pretations by various legal counsel, auditors should request the 
organization to obtain a specific opinion from legal counsel concern­
ing interpretation o f the legal requirements.
Free Advertising
Some organizations receive free advertising from entities such as 
proprietors of Internet Web Sites and television stations. Such 
transactions may be contributions under FASB Statement No. 
116. Auditors should consider whether such transactions have 
been accounted for properly.
Loans
Some organizations, particularly foundations, have increased the 
use of loans, rather than contributions, as a way of supporting 
other organizations. Auditors should evaluate transfers to and 
from other organizations, particularly transfers from foundations
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and governmental entities, to determine whether they are loans 
or contributions. Paragraph 34 of SAS No. 67, The Confirmation 
Process (AICPA, Professional Standards, vol. 1, AU sec. 330), states 
that “confirmation of accounts receivable is a generally accepted 
auditing procedure,” and that there is a presumption that the au­
ditor will request the confirmation of accounts receivable except 
under certain specified circumstances. That paragraph defines ac­
counts receivable as “(a) the entity’s claims against customers that 
have arisen from the sale of goods or services in the normal course 
of business, and (b) a financial institution’s loans.” Though under 
that definition, a not-for-profit organization’s loans receivable are 
not accounts receivable to which that presumption would apply, 
the auditor may nevertheless decide to request confirmation of 
loans receivable. If the auditor confirms loans receivable, he or 
she should follow the guidance in SAS No. 67 concerning the 
confirmation process.
In addition, auditors should consider the collectibility of such 
loans. As noted previously, FASB Statement No. 114 addresses 
the accounting by creditors for impairment of certain loans. It re­
quires that impaired loans that are within the scope of the State­
ment be measured based on the present value of expected future 
cash flows discounted at the loan’s effective interest rate or, as a 
practical expedient, at the loan’s observable market price or the 
fair value of the collateral if  the loan is collateral dependent.
Extinguishment of Liabilities
In December 1996, the FASB issued FASB Statement No. 127, 
Deferral o f  the Effective Date o f  Certain Provisions o f  FASB State­
m ent No. 125, an amendment o f  FASB Statement No. 125 (FASB, 
Current Text, vol. 1, sec. F38). FASB Statement No. 125, Account­
in g fo r  Transfers and  Servicing o f  Financial Assets and  Extinguish­
m ent o f  Liabilities (FASB, Current Text, vol. 1, sec. F38), which 
supersedes FASB Statement No. 76, Extinguishment o f  Debt, was 
issued in June 1996 and establishes, among other things, new cri­
teria for determining whether a transfer of financial assets in ex­
change for cash or other consideration should be accounted for as 
a sale or as a pledge of collateral in a secured borrowing. FASB
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Statement No. 125 requires that a liability be derecognized if and 
only if  either (1) the debtor pays the creditor and is relieved of its 
obligation for the liability or (2) the debtor is legally released from 
being the primary obligor under the liability either judicially or by 
the creditor. Therefore, a liability is not considered extinguished 
by an in-substance defeasance. FASB Statement No. 125 also es­
tablishes new accounting requirements for pledged collateral. As 
issued, FASB Statement No. 125 is effective for all transfers and 
servicing of financial assets and extinguishment of liabilities oc­
curring after December 31, 1996.
The FASB was made aware that the volume and variety of certain 
transactions and the related changes to information systems and 
accounting processes that are necessary to comply with the re­
quirements of FASB Statement No. 125 would make it extremely 
difficult, if  not impossible, for some affected enterprises to apply 
the transfer and collateral provisions of FASB Statement No. 125 
to those transactions as soon as January 1, 1997. As a result, 
FASB Statement No. 127 defers for one year the effective date (1) 
of paragraph 15 of FASB Statement No. 125 and (2) for repur­
chase agreement, dollar-roll, securities lending, and similar trans­
actions, of paragraphs 9 through 12 and 237(b) of FASB 
Statement No. 125.
FASB Statement No. 127 provides additional guidance on the 
kinds of transactions for which the effective date of FASB State­
ment No. 125 has been deferred. It also requires that if  it is not 
possible to determine whether a transfer occurring during calen­
dar-year 1997 is part of a repurchase agreement, dollar-roll, secu­
rities lending, or similar transaction, then paragraphs 9 through 
12 of FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to be 
applied prospectively, and earlier or retroactive application is not 
permitted.
The AITF has issued an Auditing Interpretation entitled “The 
Use of Legal Interpretations As Evidential M atter to Support 
Management’s Assertion That a Transfer of Financial Assets Has
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Met the Isolation Criterion in Paragraph 9(a) of Statement of Fi­
nancial Accounting Standards No. 125, related to FASB State­
ment No. 125.” The Interpretation provides guidance to auditors 
relating to evidential matter to support management’s assertion 
that the condition stated in Paragraph 9(a) is met, that is, that 
“the transferred assets have been isolated from the transferor and 
its creditors, even in bankruptcy or other receivership.”
The Interpretation addresses the following:
1. When the use of a legal specialist’s work may be appropriate
2. Factors that should be considered in assessing the adequacy 
of the legal response
3. The use, as audit evidence, of legal opinions that restrict the 
use of the opinion to management or parties other than 
the auditor.
The Interpretation is effective for auditing procedures related to 
transactions required to be accounted for under FASB Statement 
No. 125 that are entered into on or after January 1, 1998.
For-Profit Subsidiaries
Some not-for-profit organizations form for-profit subsidiaries. 
The subsidiaries may be formed for various purposes, including 
tax advantages, limited legal liability, avoiding laws, regulations 
and disclosure requirements applicable to not-for-profit organiza­
tions, and creating separate and distinct public identities. Audi­
tors should have a sufficient understanding of the organization’s 
operations and internal control in order to plan and perform the 
audit. SAS No. 55, Consideration o f  Internal Control in a Finan­
cia l Statement Audit (AICPA, Professional Standards, vol. 1, AU 
sec. 319), discusses the auditor’s consideration of internal con­
trol in a financial statement audit. Also, auditors should con­
sider whether such subsidiaries are reported in conformity with 
the guidance in SOP 94-3, Reporting o f  Related Entities by Not- 
for-P ro fit Organizations, and FASB Statement No. 57, Related 
Party Disclosures.
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Nonauthoritatlve AICPA Audit and Accounting Products
Industry Conference
The AICPA will hold its Sixth Annual Not-for-Profit Organizations 
Industry Conference on June 18 to 19, 1998, in Washington, DC. 
The conference is designed for both practitioners and financial exec­
utives, and will provide technical information for those decision 
makers. An additional four credit CPE optional session on OMB 
Circular A-133 entitled “Implementation Issues— One Year Later,” 
will be offered on the evening of June 17, 1998. For further informa­
tion, call the AICPA CPE Conference Hotline at (888) 777-7077 or 
visit the Web Site at www.aicpa.org.
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review services. 
Call (800) 862-4272.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answers inquiries 
concerning independence and other behavioral issues related to the 
application of the AICPA Code of Professional Conduct. Call 
(800) 862-4272.
Continuing Professional Education Courses
The AICPA offers group-study and self-study courses. Group-study 
courses include the following:
• Accounting and Reporting Practices of Nonprofit Organi­
zations— Choices and Applications
• Audits of HUD-Assisted Projects
• Applying Fraud SAS No. 82 in Governmental and Not-for- 
Profit Audits
• Advanced Auditing of HUD-Assisted Projects
• Compensation Issues in Not-for-Profit Organizations
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• Compliance Auditing
• Getting Started W ith Nonprofit Organization Tax Issues
• Nonprofit Accounting and Auditing Update
• Single Audit Requirements for Nonprofit and Governmen­
tal Organizations
• Solving Complex Single Audit Issues for Government and 
Nonprofit Organizations
• Tackling Tough Tax Topics in Nonprofit Organizations
• Using the AICPA Not-for-Profit Organizations Audit and 
Accounting Guide
• Workpaper Preparation Techniques for Government and 
Nonprofit Organizations
• Yellow Book: Government Auditing Standards 
Self-study courses include the following:
• Accounting and Reporting Practices of Nonprofit Organi­
zations— Choices and Applications
• Applying Fraud SAS No. 82 in Governmental and Not-for- 
Profit Audits
• Audit Requirements of OMB Circular A -133
• Audits of Public and Indian Housing authorities
• Com municating M aterial Noncompliance and Internal 
Control Weaknesses
• Compensation Issues in Not-for-Profit Organizations
• Compliance Auditing
• Getting Started W ith Nonprofit Organization Tax Issues
• HUD Audits: A Comprehensive Guide
• Nonprofit Accounting and Auditing Update (1998—99 
Edition)
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• Using the AICPA Not-for-Profit Organizations Audit and 
Accounting Guide
• Solving Complex Single Audit Issues for Government and 
Nonprofit Organizations
• Tackling Tough Tax Issues in Nonprofit Organizations
• Workpaper Preparation Techniques for Government and 
Nonprofit Organizations
• Yellow Book: Government Auditing Standards 
Videocourses include the following:
• Effective Yellow Book Auditing Videocourse
• Nonprofit Accounting and Auditing Update (1998-99  
Edition)
• 1997 Nonprofit Auditing and Accounting Videocourse
For more information about AICPA CPE courses, call the AICPA 
information hotline at (888) 777-7077 or visit the Web Site at 
www.aicpa.org.
Not-for-Profit Organizations Checklists
The AICPA’s Technical Publications staff has developed various pub­
lications that may interest readers of this Audit Risk Alert. For exam­
ple, an annual publication entitled Checklists and Illustrative Financial 
Statements fo r  Not-for-Profit Organizations (Product no. 008681), is a 
nonauthoritative Practice Aid designed to help those preparing re­
ports and financial statements of not-for-profit organizations.
Technical Practice Aids
Technical P ractice Aids is an AICPA publication that includes 
questions received by the AICPA’s Technical Information Service 
on various subjects and the services response to those questions. 
Sections 6960 and 7300 of Technical Practice Aids include ques­
tions and answers specifically pertaining to not-for-profit organi­
zations. Technical Practice Aids is available both as a subscription 
service and in hardback form.
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References for Additional Guidance
Web Sites
In addition to the Internet sites included in “Information Sources,” 
on page 77 of this Audit Risk Alert, the following is a listing and de­
scription of Internet sites that provide various resources for not-for- 
profit organizations. Most of the sites include links to other sites 
providing resources for not-for-profit organizations.
• Activism @IGC. This site includes information about taking 
effective action, funding, and organizational development. 
Also, it includes email addresses of members of Congress, 
state governments, and media entities. www.igc.org/igc/ 
issues/activis/index.html
• Administration fo r  Children and Families o f  the Department 
f o r  Health and  Human Services. The Administration for 
Children and Families, within the Department of Health 
and Human Services, is responsible for federal programs 
that promote the economic and social well-being of families, 
children, individuals, and communities. The site gives in­
formation about federal programs that administer and/or 
fund services for children and families. www.acf.dhhs.gov
• Department o f  the Treasury. This site includes a nonprofit 
liaison page, with links that assist users in retrieving infor­
mation pertaining to not-for-profit organizations. Also, it 
includes IRS not-for-profit statistics and downloadable 
forms, and information from and about U .S. Treasury 
Bureaus and officials, federal banking and finance issues, 
financial management information, and small business 
assistance. www.ustreas.gov
• Foundation Center Online. The Foundation Center is an in­
dependent not-for-profit organizations information clear­
inghouse. Its mission is to foster public understanding of the 
foundation field by collecting, organizing, analyzing, and 
disseminating information on foundations, corporate giv­
ing, and related subjects. The site includes information for 
grant-seekers and grant-makers, with sections on corporate
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giving, an orientation to grant-seeking, a guide to funding 
research and resources, proposal writing, common grant ap­
plication forms, foundations on the Internet, and not-for- 
profit organizations on the Internet. www.fdncenter.org
• Foundations Online. This site is a directory of grant-mak­
ers, with links to the grant makers’ home page and infor­
mation about fund raising and other resources for 
not-for-profit organizations. www.foundations.org
• Guidestar. This site includes program and financial infor­
mation about over 600,000 not-for-profit organizations, 
articles on philanthropy, and resources for donors and vol­
unteers. www.guidestar.org
• Idealist. This site includes information about not-for- 
profit organizations, including volunteer opportunities, 
job openings, resources, events, and links to other sites. 
www.idealist.org
• Independent Charities o f  America. Independent Charities 
of America is a not-for-profit organization that prescreens 
charities and presents them to potential donors. www. 
independentcharities.org
• Internet Nonprofit Center. This site has a library of informa­
tion pertaining to not-for-profit organizations, an organiza­
tion locator, a gallery of organizations, and a chat room. 
www.nonprofits.org
• Nonprofit Gateway. The Nonprofit Gateway is a W hite 
House sponsored initiative to bring together public infor­
mation on the Internet pertaining to not-for-profit organi­
zations. It includes links to most government branches, 
departments, and agencies, and includes information about 
grants and other resources. www.nonprofit.gov
• Nonprofit Genie. This site includes information on fund rais­
ing, technology, and the Internet, as well as a library, book re­
views, and a database of consultants and others providing 
services to not-for-profit organizations. www.supportcenter. 
org/sf/genie.html
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• The Nonprofit Information Gallery. This site includes infor­
mation on financial management (auditing, financial re­
porting, and taxes), project management, grants, and 
funding. www.infogallery.com
• Nonprofit Resources Catalog. This site is a catalog of Inter­
net sites that may benefit not-for-profit organizations. 
www.clark.net/pub/pwalker/Other_Nonprofit_Issues
• Nonprofit Center. This site includes a library of publica­
tions and information about not-for-profit organizations 
from independent sources, as well as links to other sites. 
www.nonprofits.org
Federal Agencies’ Administrative Regulations
Most federal agencies issue general administrative regulations 
that apply to their programs. These regulations provide general 
rules on how to apply for grants and contracts, how grants are 
made, the general conditions that apply to and the administrative 
responsibilities of grantees and contractors, and the compliance 
procedures used by the various agencies. The regulations are in­
cluded in the Code o f  Federal Regulations.
General Accounting Office
General Accounting Office (GAO) publications include the fol­
lowing:
• Government A uditing Standards, 1994 Revision— These 
standards, also referred to as the Yellow Book, relate to au­
dits of government organizations, programs, activities, 
and functions, and of government funds received by con­
tractors, nonprofit organizations, and other nongovern­
ment organizations. The standards incorporate the 
AICPA Statements on Auditing Standards for fieldwork 
and reporting, and prescribe the additional standards 
needed to meet the more varied interests of users of re­
ports on governmental audits. These standards are avail­
able from the Government Printing Office (GPO), 
Superintendent of Documents, Washington, DC 20401;
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telephone (202) 783-3238; telefax (202) 5 12-2250; Stock 
No. 020-000-00-265-4. An interactive version of Govern­
m ent Auditing Standards is available on the Ignet home 
page (http://www.ignet.gov.). Auditors should note that 
the GAO is currently working on revisions to Government 
Auditing Standards (see the related discussion in the sec­
tion of this Audit Risk Alert entitled “Regulatory and Leg­
islative Developments”).
• Interpretation o f  Continuing Education and Training Require­
ments—This provides guidance to audit organizations and 
individual auditors on implementing the CPE requirements 
of Government Auditing Standards (April 1991, 020-000- 
00-250-6). This Interpretation is available from the GPO, 
Superintendent of Documents, Washington, DC 20401.
• Guide to Federal Agencies’ Procurement o f  Audit Services from  
Independen t Public Accountants— This guide provides a 
basic understanding of how independent public accoun­
tant (IPA) contracts should be awarded to officials unfa­
m iliar with federal procurement. It discusses the special 
requirements of the Chief Financial Officers (CFO) Act 
(April 1991, GAO/AFMD-12.19.3).
• How to Get Action on Audit Recommendations—This guide 
is designed to help auditors get more action and better re­
sults from their audit work on governmental programs and 
operations (July 1991, GAO/OP-9.2.1).
Unless otherwise noted above, requests for copies of these publi­
cations should be sent to the GAO, P.O. Box 37050, Washington, 
DC 20013. The telephone number is (202) 512-6000. Orders 
may also be placed by using the fax number (202) 512-6061. For 
copies of GAO reports and testimony, the status of GAO’s open 
recommendations, and GAO’s audit policy, check the GAO home 
page at: http://www.gao.gov. The GAO home page also contains 
the electronic version of Government Auditing Standards. For in­
formation on how to access GAO reports or other documents on 
the Internet, send an email message with “info” in the body to: 
info@www.gao.gov.
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Office of Management and Budget
Circulars
OMB issues grants management circulars to establish uniform 
policies and rules to be observed by federal agencies for the admin­
istration of federal grants. Federal agencies then adopt these circu­
lars in their regulations. The process for issuing grants management 
circulars includes due process with a notice of any proposed 
changes in the Federal Register, a comment period, and careful con­
sideration of all responses before issuance of final circulars. Circu­
lars and other documents relevant to audits of not-for-profit 
organizations are listed below. For copies of circulars and bulletins, 
write or call the Office of Administration, Publications Office, 
Room 2200, New Executive Office Building, Washington, DC 
20503; telephone (202) 395-7332 or check the OMB home page 
at: http://www.whitehouse.gov/WH /EOP/OMB or for OMB 
Grants M anagement Circulars http://www.whitehouse.gov/ 
WFi/EOP/OMB/GRANTS. An alternate address is the Ignet 
home page at http://www.ignet.gov.
OMB Circulars Relevant to Audits of Not-for-Profit Organizations
Circular Number Applicability Issue Date
A -21 (Revised) C ost p rinc ip les for educatio n a l in stitu tio n s M ay  1998
A -110 U n ifo rm  R equ irem en ts for G rants 
an d  A greem ents w ith  In stitu tions o f 
H igh er E ducation , H osp ita ls , an d  O ther 
N on-Profit O rgan izations
A ugust 1997
A -122 (Revised) C o st p rinc ip les for n on -p ro fit o rgan izations M a y  1998
A -133 (Revised) A ud its  o f  states, lo ca l governm ents, and  
n onprofit o rgan izations
Ju n e  1997
The OMB issued revisions to OMB Circulars A-21 and A -122 in 
May 1998. The revisions are published in the Federal Register. Also, 
OMB will post the recompiled circulars on the OMB home page 
(http://www.whitehouse.gov/WH/EOP/OMB/GRANTS) .
The 1988 changes to OMB Circular A-21 include establishing a 
review process for large research facilities, establishing a utility
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cost adjustment, clarifying the computation of use allowance/de­
preciation, and prescribing a standard indirect cost format.
The 1988 changes to OMB Circular A -122 include raising the 
equipment threshold to $5,000, revising the multiple allocation 
basis methodology to compute indirect cost rates, and adding un­
allowable costs to be consistent with other OMB cost principles 
circulars. The comparison among OMB cost principles circulars 
in the A-133 Compliance Supplement issued June 1997, pages 3-B-12 
through 3-B-17, indicates selected cost items which were proposed 
as unallowable.
OMB Circular A -133 Compliance Supplement
The OMB Compliance Supplement, issued as a provisional docu­
ment on June 30, 1997, sets forth the major federal compliance 
requirements that should be considered in a single audit of states, 
local governments, and not-for-profit organizations that receive 
federal awards. Another revision to the Supplement is expected to 
be issued by m id-1998. A separate discussion of the Compliance 
Supplement appears in the section of this Audit Risk Alert entitled 
“Regulatory and Legislative Developments.”
Other Guidance
The Catalog o f  Federal Domestic Assistance (CFDA) is a govern­
ment-wide compendium of federal programs, projects, services, 
and activities that provide assistance or benefits to the American 
public. The General Services Administration (GSA) is responsi­
ble for the dissemination of federal domestic assistance informa­
tion through the catalog and maintains the information database 
from which program information is obtained. A searchable ver­
sion of the CFDA is available on the GSA home page, which is 
currently located at http://www.gsa.gov/fdac.
Program information provided by the catalog includes authorizing 
legislation and audit requirements. The GSA makes copies available 
to certain specified national, state, and local government offices. 
Catalog staff may be contacted at (202) 708-5126. The catalog 
may be purchased from the GPO by calling (202) 783-3238.
70
Program information is also available on CD-Rom and diskettes. 
These may be purchased by writing the Federal Domestic Assistance 
Catalog Staff (MVS), General Services Administration, Reporters 
Building, Room 101, 300 Seventh Street, SW, Washington, DC 
20407, or calling (202) 708-5126.
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
in the table at the end of this document. Many nongovernment 
and some government publications and services involve a charge 
or membership requirement.
Fax services allow users to follow voice cues and request that 
selected documents be sent by fax machine. Some fax services 
require the user to call from the handset of the fax machine, others 
allow users to call from any telephone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board ser­
vices are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed 
in bands per second (bps), are listed data lines.
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APPENDIX
Federal Agency Listing for Assigning
CFDA Numbers
CFDA Agency
N um ber Federal Agency N am e
01 A frican  D evelopm ent F oundation
02 A gen cy for In te rn atio n a l D evelopm ent
10 A gricu ltu re
23 A p p alach ian  R eg ional C o m m ission
88 A rch itectu ra l &  T ransB arriers C o m p lian ce
11 C om m erce
29 C om m ission  on C iv il R igh ts
78 C o m m o d ity  Futures T rad in g  C o m m issio n
87 C o nsu m er P roduct Safe ty  C o m m ission
94 C o rp o ratio n  for N ation a l &  C o m m u n ity  Serv ice
12 D efense
84 E ducation
81 E nergy
66 E nvironm en tal P ro tection  A gen cy
30 Equal E m ploym ent O p p o rtu n ity  C om m ission
32 Federal C o m m u n ica tio n s C o m m ission
83 Federal E m ergency M an agem en t A gen cy
33 Federal M arit im e  C o m m ission
34 Federal M ed ia tio n  an d  C o n c ilia t io n  Serv ice
36 Federal T rade C o m m issio n  (F T C )
39 G eneral Serv ices A d m in istra tio n
40 G overnm ent P rin tin g  O ffice
93 H ealth  an d  H u m an  Serv ices
14 H o usin g  and  U rban  D evelopm ent
03 In stitu te  for M useum  Serv ices
04 In ter-A m erican  F oundation
15 In terio r
(continued)
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CFDA Agency 
Number Federal Agency Name
61 In tern atio n a l T rade C o m m ission
41 In terstate C om m erce  C o m m ission
16 Ju stice
17 Labor
42 L ib rary  o f  C ongress
91 M isce llan eous F oundations &  C om m issions
43 N ation a l A eronautics &  Space A d m in istra tio n
89 N ation a l A rchives &  Records A d m in istra tio n
92 N ation a l C o u n c il on  D isab ility
44 N ation a l C red it U n io n  A d m in istra tio n
05 N ation a l E ndow m ent for the A rts
06 N ation a l E ndow m ent for the H u m an itie s
68 N ation a l G a lle ry  o f  A rt
46 N ation a l L abor R elations Board
47 N ation a l Sc ience F oundation
77 N uclear R egu la to ry  C o m m ission
07 O ffice o f  N atio n a l D rug  C o n tro l P o licy
27 O ffice o f  Personnel M an agem en t (O P M )
70 O verseas P rivate Investm ent C o rp o ratio n
08 Peace C orps
86 Pension B enefit G uaran ty  C o rp o ratio n  (PB G C )
53 Presiden tia l C o m m ission  on E m ploym ent 
o f  the H an d icap p ed
57 R ailro ad  R etirem en t B oard
85 Scho larsh ip  Foundations
58 Securities and  Exchange C o m m ission  (SE C)
59 Sm all Business A d m in istra tio n
60 Sm ith son ian  In stitu tio n
96 Social S ecu rity  A d m in istra tio n
19 State
62 Tennessee V alley A u th o r ity  (TVA)
20 T ransportation
21 T reasury
82 U n ited  States In fo rm ation  A gen cy
64 Veterans A ffairs
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This Audit Risk Alert replaces Not-for-Profit Organizations Industry 
Developments— 1997.
Practitioners should also be aware of the economic, industry, reg­
ulatory, and professional developments described in Audit Risk 
Alert— 1997/98 and Compilation and  R eview  Alert 1997/98, 
which may be obtained by calling the AICPA Order Department 
at 1 (888) 777-7077 or from the Web site at www.aicpa.org.
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